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The Law of Certification of Checks* 


Editorial Staff of The Banking Law Journal 


Definition of certification. 
Obligation of bank to certify and right to impose condi- 
tions. 
7.3. Authority of bank officers to certify. 
7.4. Certification must be in writing. 
7.5. Certification by telegram or other separate writing. 
7.6. Effect of certification. 
7.7. Certification of postdated checks. 
7.8. Certification of other irregular checks. 
7.9. Certification by mistake. 
7.10. Certification after payment stopped. 
7.11. Stopping payment of certified check. 
7.12. Certification of check obtained by fraud. 
7.13. Certification of stale check. 
7.14. Certification of unindorsed check. 
7.15. Right of bank to cancel certification. 
7.16. Certification of overdraft check. 
7.17. Forgery of certification. 
7.18. Forged drawer’s signature on certified check. 
7.19. Forged indorsement on certified check. 
7.20. Certification of altered check. 
7.21. Alteration after certification. 
7.22. Retention of check as certification. 
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§ 7.1. Definition of certification. A certified check is one 
drawn by a depositor upon funds to his credit in a bank which a 
proper officer of the bank certifies will be paid when duly presented 


* This article is the third of a series to be incorporated in a book on the law 
of negotiable instruments. 
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for payment.! In essence, when a check is certified it is deemed to 
be charged to the account of the drawer and the sum thus charged 
remains as a deposit to the credit of the check itself and is with- 
drawn from the control of the drawer, except as the holder of the 
check.? 

Certification of a check is essentially the same as acceptance of 
a draft or bill of exchange.* In both instances, the drawee agrees 
to pay the instrument. However, certification at the request of the 
holder will result in the discharge of the drawer and indorsers of a 
check; acceptance of a draft other than a check has no such effect. 
In addition, a bank certifying a check charges or debits the account 
of the drawer at the time of certification and sets aside the funds 
out of the drawer’s control to pay the check when presented. Ac- 
ceptance of a draft does not necessarily result in analogous setting 


aside of funds by the drawee.* 


§ 7.2. Obligation of bank to certify and right to impose condi- 


tions. A bank is under no obligation to certify a check.® 


It would 


therefore follow that a bank may certify a check subject to any 
reasonable condition that the bank desires to impose.® 


1. Holland v. Mutual Fertilizer Co. 
(1911) 8 Ga. App. 714, 70 S. E, 151. 

A certified check is an ordinary 
bill of exchange on which bank’s lia- 
bility becomes absolute by certifica- 
tion or unqualified acceptance. Kohler 
v. First Nat. Bank (1930) 157 Wash. 
417, 289 Pac. 47. 

Where a statute requires bids to be 
accompanied by a certified check, the 
statutory requirement is not complied 
with where the bidder instead sends 
a cashier’s check. Bowie County v. 
Farmers Guaranty State Bank (Tex. 
Civ. App., 1926) 289 S. W. 451, 44 
B. L. J. 254. 

2. Standard Factors Co. v. Manu- 
facturers Trust Co. (1944) 182 Misc. 
701, 50 N. Y. S. (2d) 10, 61 B. L. J. 
985, aff'd 53 N. Y. S. (2d) 461; Fein- 
gold v. Ornoff (1945) 57 N. Y. S. 
(2d) 68, 62 B. L. J. 859. 

3. N. I. L. §187 and U. C. C. 
§3-411 (1). 

4. N. I. L. §188 and U. C. C. §3- 
411 (1) provide that certification by 


the holder discharges the drawer and 
indorsers. A bank is required by 
laws of some jurisdictions to debit 
the account upon certification since 
it may not certify against insufficient 
funds. See §7.16 infra. 

5. This rule is codified in U. C. C. 
§3-411 (2). 

While N. I. L. §138 states that the 
holder is entitled to treat as dishon- 
ored a bill of exchange which the 
drawee has refused to accept, it was 
held that this rule does not apply to 
checks, and that a drawee bank is 
under no obligation to certify a check. 
Wachtel v. Rosen (1928) 249 N. Y. 
886, 164 N. E. 326, 62 A. L. R. 874. 

The holder of an uncertified check 
has no claim against the drawee bank 
which declines to pay such check. 
Bank of the Republic v. Millard 
(1870) 10 Wall. (77 U.S.) 152, 19 
L. Ed. 897. 

6. Security State Bank v. State 
Bank of Brantford (1915) 31 N. D. 
454, 154 N. W. 282, 32 B. L. J. 856. 
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Thus, banks frequently certify checks with a stamp reading: 
“Payable only as originally drawn and when properly indorsed.” 
The bank conditions its certification on the absence of material al- 
teration and the presence of proper indorsement.? 
It would also appear that a bank may impose a service charge 
for certifying a check. 


§ 7.3. Authority of bank officers to certify. The by-laws or 
other valid corporate regulations of a bank may and should specify 
what particular officers shall certify checks. In the absence of such 
by-laws or regulations and notice thereof the question may arise as 
to which officers have authority to certify checks by virtue of the 
offices which they hold. Though it is a power they would seldom, 
if ever, exercise, the directors of a bank, acting as a board, un- 
doubtedly have inherent authority to certify, for they are the bank’s 
managers and its representatives in the broadest sense.® 

The cashier has inherent power to certify checks as this activity 
would appear to be a basic function of the position.® It has also 
been indicated that the president has inherent authority to certify.’° 

It has been held that the assistant cashier has no inherent author- 
ity to certify checks. Such a certification is not binding on the bank 
even as to a bona fide holder of the certified check, in the absence 
of proof that this method of certification was the regular practice 
of the bank. 

Inherent authority on the part of a teller to bind the bank by 
certification has been conceded by some decisions.’ But, even 
where the teller is deemed to be without inherent authority to cer- 


1907) 106 S. W. 782. 
11. Pope v. Bank of Albion (1874) 


7. Under U. C. C. warranty pro- 
visions §§3-417 (1) (c) (iii) and 


4-207 (1) (c) (iii) the certification 
“payable only as originally drawn” 
will have but limited effect. See 
discussion §7.20 infra. 

8. Cooke v. State Nat. Bank (1873) 
52 N. Y. 96, 11 Am. Rep. 667, 37 
B. L. J. 750 might be regarded as 
authority for the statement in the 
text, 

9. Merchants Nat. Bank v. State 
Nat. Bank (1871) 10 Wall. (77 U.S.) 
604, 19 L. Ed. 1008; Cooke v. State 
Nat. Bank, supra note 8. 

10. Fidelity & Deposit Co. v. Nat. 
Bank of Commerce (Tex. Civ. App., 


57 N. Y. 126, 

An assistant teller has no inherent 
power to certify a check. Hill v. 
Nation Trust Co. (1885) 108 Pa. 1, 
56 Am. Rep. 189. 

12. Union Trust Co. v. Preston 
Nat. Bank (1904) 186 Mich. 460, 
99 N. W. 399; Clews v. Bank of 
New York N. B. A. (1889) 114 N. Y. 
70, 20 N. E. 852, 26 B. L. J. 98. 
Contra, Mussey v. Eagle Bank (1845) 
9 Metc. ( Mass.) 306, 26 B. L. J. 98; 
Muth y. St. Louis Trust Co. (1902) 
94 Mo. App. 94, 67 S. W. 978, 19 
B. L. J. 500. 
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tify, it has been held that if he is in the habit of certifying with 
knowledge and consent of the bank, his acts of certification are bind- 
ing on the bank.'* It has also been held that a person left in sole 


charge of a bank has authority to certify a check." 


A bank officer or employee, whether or not he has inherent or 
express authority to certify checks, has no right to certify his own 
personal check on the bank and a person taking such a check can- 
not be a holder in due course.® 


Despite the tenor of the above discussion indicating that few 
bank officers have, from their titles, inherent authority to certify, 
it is believed that a bank might not successfully question the validity 
of a certification performed by an employee clothed with apparent 
authority. In other words, if a person takes a check to the bank 
to be certified and asks a teller or platform officer to have it cer- 
tified, the fact that the teller or platform officer either performs the 
task himself or has someone else in the bank perform the task should 
carry the indicia of authority upon which the person seeking cer- 
tification might rely. 


§ 7.4. Certification must be in writing. Under both the Code 


and the N.LL., it is required that certification be in writing and be 
signed by the drawee. In addition, the Code requires that certifi- 
cation be written on the check itself.’® 


Any words indicative of the intent to certify are a sufficient 


> « 


certification, such as the bank’s “si 


as “good” or “accepted”.!7 


13. Muth v. St. Louis Trust Co. 
supra note 12; Meads v. Merchants 
Bank (1862) 25 N. Y. 143, 82 Am. 
Dec. 331, 30 B. L. J. 914; Hill v. Na- 


tion Trust Co., supra note 11. 


14. Cotulla State Bank v. Herron 
(Tex. Civ. App., 1916) 191 S. W. 
154, 34 B. L. J. 134. 


15. Claflin v. Farmers & Citizens 
Bank (1862) 25 N. Y. 293, 26 B. L. J. 
180. 

16..Under N. I. L. §187 and 
U. C. C. §3-411 (1) certification is 
treated as acceptance. N. I. L. §132 
and U. C. C. §3-410 (1) require that 
acceptance be in writing and signed 


gnature” together with words such 
But the usual practice is to stamp on the 


by the acceptor. The U. C. C. pro- 
vision, §3-410 (1), requires that ac- 
ceptance be written on the instru- 
ment itself. Under N. I. L. §133, the 
holder may require that acceptance 
be written on the instrument itself. 
For discussion of acceptance on a 
separate paper, see §7.5 infra. 

17. Priddy v. Green (Tex. Civ. 
App., 1920) 220 S. W. 248. 

It has been held that a note pay- 
able at a bank may be certified by 
marking it “O.K.” Hamburger Bros. 
& Co. v. Third Nat. Bank & Trust 
Co. (1939) 333 Pa. 877, 5 Atl. (2d) 
87, 56 B. L. J. 500. 

Compare Norton v. Knapp (1884) 
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face of the check the word “certified” together with the name of 
the bank and the manual or facsimile signature of the authorized 
officer. The words “Payable only as originally drawn and when 
properly indorsed” or words of like import are also frequently added 
to the certification. 

Under both the Code and the N.L.L., an oral statement by a bank 
official that a certain check is good or will be paid is not a certifica- 
tion. Thus, in an Indiana case, a bank was held not liable on a 
check drawn on it where an officer of the bank had advised plain- 
tiffs by telephone that the check was good and would be paid when 
presented and plaintiffs accordingly cashed the check for the 
drawer.'® 

The rule requiring certification in writing does not preclude pos- 
sible liability on the part of a bank arising not from the check itself 
but from a separate binding oral promise to pay the check when 
presented. Thus, where a depositor withdrew his balance except 
for the exact amount necessary to pay a particular outstanding 
check which he instructed the bank to pay and the bank advised 
the payee by telephone that the check would be paid on present- 
ment, the bank was held liable to the payee.’® 


§ 7.5. Certification by telegram or other separate writing. It 
sometimes happens that a person about to take a check drawn on a 
distant bank will telegraph the drawee bank and ask if the bank will 
pay the check. Under the N.I.L., the bank’s telegraphic answer 


can amount to a certification. This might be so even if the bank’s 
telegram is sent before the check is written. The N.I.L. permits 
what is called “extrinsic” acceptance, or acceptance on a separate 
paper. The N.I.L. also permits what is termed “virtual” acceptance, 
or an unconditional promise in writing to accept a bill of exchange 
before it is drawn.?° 


64 Iowa 112, 19 N. W. 867 where it 
was held that the drawee’s signature 
accompanied by the words “Kiss my 
foot” is not an acceptance. 

18. Mansfield vy. Goldsmith Bank 
(1924) 82 Ind. App. 224, 145 N. E. 
586, 42 B. L. J. 11. 

A verbal promise of the cashier 
of a bank to pay checks is not bind- 
ing, since a certification must be in 
writing. Bank of Magazine v. Friddle 


(1929) 179 Ark. 53, 14 S. W. (2d) 
238, 46 B. L. J. 629. 

19. Gruenther v. Bank of Monroe 
(1911) 90 Neb. 280, 1383 N. W. 402, 
29 B. L. J. 150. 

U. C. C. §3-409 (2) would accord 
with the statement of the text. 

20. N. I. L. §134 reads: “Where 
an acceptance is written on a paper 
other than the bill itself, it does not 


bind the acceptor except in favor of 
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Where the certification is made upon a separate paper, as where 
it is sent in the form of a telegram the language used must clearly 
and unequivocally import an absolute promise to pay, or it will not 
be regarded as binding. If a person, who is about to receive a 
check, wires to the drawee bank, in effect, “Is A’s check good?” and 
the bank answers by telegram, stating that A’s check is good, there 
is no certification. The reason is that there is no absolute promise 
to pay the check. All that can be made out of such a statement by 
the bank is an acknowledgment that A’s account is good for the 
amount named at the time of the sending of the telegram.” 

But, if the purport of the inquiry is “Will you pay?” and the an- 
swer is “We will”, there is no doubt as to the object of the inquiry 
and the meaning of the reply; in such a case there is an absolute 
promise to pay the check upon presentment and the same under 
the N.I.L. constitutes a valid certification.” 


It néed hardly be stated that the check as drawn must be in 
substantial accord with the terms of the bank’s certification. Thus, 
it has been held that a telegraphic statement of a bank that it would 
pay a certain draft for $2,000 did not bind the bank where the draft 
was for $2,000 “with exchange on New York” amounting to $2.00 
additional.22 On the other hand, it has been held that a check for 


$1957.50 was in substantial accord with the terms of a telegraphic 
acceptance, where the bank was requested to pay a check of a cer- 


for sum named.” Held: no binding 
certification. First Nat. Bank v. Com- 
mercial Savings Bank (1906) 74 Kan. 
606, 87 Pac. 746, 24 B. L. J. 113. 


a person to whom it is shown and 
who, on the faith thereof, receives the 
bill for value.” 

N. I. L. §185 reads: “An uncon- 


ditional promise in writing to accept 
a bill before it is drawn is deemed 
an actual acceptance in favor of every 
person who, upon the faith thereof, 
receives the bill for value.” 

The above N. I. L. provisions 
would permit certification of a check 
on a separate paper and in advance 
of issuance by reason of N. I. L. §187 
making certification equivalent to ac- 
ceptance and N. I. L. §185 defining 
a check as “a bill of exchange drawn 
on a bank payable on demand.” 


21. In reply to an inquiry as to 
whether D’s check was good, the 
drawee bank wired “D’s check is good 


22. An inquiry as to whether a 
certain check would be paid was an- 
swered: “James Tate is good. Send 
on your paper.” Held: binding cer- 
tification on the part of drawee bank. 
North Atchison Bank v. Garretson 
(C. A., Mo., 1892) 51 Fed. 168, 7 
ome : 

For other cases on the effect of a 
telegraphic or other written statement 
about a particular check as a certi- 
fication thereof, see B. L. J. Digest 
§§257-259. 

23. Lindley vy. First Nat. Bank 
(1889) 76 Iowa 629, 41 N. W. 381, 
22.3% 
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tain person up to $2,000 and the bank replied that it would honor 
that person’s check for $2,000.74 

Because of the unpredictable effect which might be given to a 
vaguely-worded telegraphic answer to an inquiry about the pros- 
pect of payment of a particular check,”° it is suggested that a bank 
receiving such an inquiry carefully phrase its reply if it does not 
desire to give its certification, but merely wishes to state that the 
drawer has sufficient funds on deposit or is a person of satisfactory 
credit standing. As will be seen below, the Code will clear up 
questions such as those above by rejecting certification arising out- 
side the check itself. 


The Uniform Commercial Code rejects extrinsic and virtual ac- 
ceptance by requiring that acceptance or certification be written 
on the instrument itself.*° The Code draftsmen are of the opinion 


that acceptance by separate writing was a practice sanctioned in 
times of slow communications to enable a holder to know in advance 
that a certain draft would be paid but that the practice is obsolete. 
The Code draftsmen also indicate that good commercial and bank- 
ing practice does not sanction acceptance by a separate writing 
because of the dangers and uncertainties arising when the separate 
writing becomes separated from the instrument itself.** 


It should be noted, however, that the Code in no way makes 
it impossible for a bank to bind itself by separate agreement to pay 
a particular check; it merely provides that such separate agreement 
or writing is not acceptance or certification.** A letter of credit is 


24. Selma Savings Bank v. Web- 
ster Co. Bank (1918) 182 Ky. 604, 
206 S. W. 870, 2 A. L. R. 1136, 36 
B. L. J. 94. 

25. For example a bank wired 
another bank stating that the former 
bank had for collection a certain 
draft for $5,000 and asked if second 
bank would pay same. The second 
bank replied to the effect that the 
described instrument “is good today.” 
The court held the second bank liable 
on the draft on the ground that the 
second bank’s answer meant that the 
draft would be paid. Conn v. San 
Antonio Nat. Bank (Tex., 1923) 249 
S. W. 1049, 40 B. L. J. 402. 

26. U. C. C. §3-410 (1) reads: 


“Acceptance is the drawee’s signed 
engagement to honor the draft as 
presented. It must be written on 
the draft, and may consist of his 
signature alone. It becomes opera- 
tive when completed by delivery or 
notification.” 

The above provision would require 
certification to be written on the 
check by reason of U. C. C. §3-411 
(1) stating that certification is ac- 
ceptance and U. C. C. §3-104 (1) 
(b) defining a check as “a draft 
drawn on a bank and payable on 
demand.” 


27. U. C. C. §3-410 Comment 3. 
28. See U. C. C. §3-409 (2). 
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an example of an agreement by a bank to honor certain instruments 
which is given specific effect in the Code.*° 


§ 7.6. Effect of certification. For most purposes, certification 
cf a check is the same as acceptance of a draft or bill of exchange.*° 
Certification is, first of all, an admission that the drawer’s signature 
is genuine. In addition, a bank certifying a check admits the ex- 
istence of the payee and his capacity to indorse.*! On the other 
hand, certification does not necessarily admit the genuineness of any 
indorsement.** 

Certification operates as a setting aside from the account of the 
drawer of funds sufficient to pay the check. When a check is cer- 
tified, the drawer immediately loses control of so much of his funds 
as are necessary to pay the check. A creditor of the drawer who is 
unable to obtain custody of the check may not reach the funds so 
set aside or prevent the bank paying the check.** Moreover, when 
a bank certifies a check at the request of the payee or holder, it may 
not thereafter resist payment in order to make a set-off available 
to its depositor; by the act of certification, a novation of liability re- 
sults.*4 In effect, a certified check is analogous to a certificate of 
deposit of the certifying bank.*® 


29. See U. C. C. Article 5 on let- 
ters of credit, defined in §5-103 (1) 
(a). 

30. See §7.1 supra, particularly the 
text at notes 3 and 4. 

31. N. I. L. §62 reads: “The ac- 
ceptor by accepting the instrument 
engages that he will pay it according 
to the tenor of his acceptance; and 
admits: (1) the of the 
drawer, the genuineness of his signa- 
ture, and his capacity and authority 
to draw the instrument; and (2) the 
existence of the payee and his then 
capacity to endorse.” 

The Code provides in part in §3- 
413 as follows: “(1) the maker or 
acceptor engages that he will pay the 
instrument according to its tenor at 
the time of his engagement or as 
completed (3) By making, 
drawing or accepting the party admits 
as against all subsequent parties in- 
cluding the drawee the existence of 


existence 


the payee and his then capacity to 
indorse.” 

The Code does not expressly cover 
N. I. L. §62 (1) to the effect that 
the acceptor admits the genuineiness 
of the drawer’s signature. However, 
U. C. C. §3-418, note 55 infra, should 
produce much the same result, by 
providing that acceptance is final in 
favor of a holder in due course, with 
certain exceptions not material here. 


32. See §7.19 infra. 
33. See cases in note 2 supra. 


34. Fiss Corp. v. National Safety 
Bank & Trust Co. (1948) 191 Misc. 
397, 77 N. Y. S. (2d) 293, 65 B. L. J. 
510. 


35. “It is established in law that 
the certification of a check transfers 
the funds represented thereby from 
the credit of the maker to that of 
the payee, and that, to all intents and 
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Where the holder has the check certified, the drawer and all 
indorsers are discharged from liability thereon, under both the 
N.LL and the Code.*® This discharge would not, however, apply 
to an indorser who became such after certification.** The theory 
for such release is that the holder, by requesting certification instead 
of payment, enters into a new contract with the bank, and one not 
within the contemplation of the drawer or a prior indorser. The 
act of the holder in having the check certified releases the drawer 
and prior indorsers notwithstanding that the check is subsequently 
presented for payment, payment refused, and notice of dishonor 
given within the time required by law.** Certification of a check 
procured by the holder produces different results than acceptance 
of a draft procured by the holder thereof.*® 


The result is different where certification is procured by the 
drawer; such act does not release him from liability but merely su- 
perimposes on his liability as drawer that of the certifying bank.*® 
It appears that the drawer is also not released where certification 


a certification, does not operate to 
discharge parties, but merely places 
the drawee in the position of a pri- 
mary obligor and makes the prior 
parties secondarily liable. See Had- 
dock, Blanchard & Co. v. Haddock 
(1908) 192 N. Y. 499, 85 N. E. 682, 
28 B. L. J. 810. 


“Certification differs in effect from 
mere acceptance of bills other than 
checks in that it is not an added ob- 
ligation but a substituted obligation 

When the holder of a check 
sees fit, instead of receiving the 
money, to take the obligation of a 
bank for payment, the transaction is 
of the same effect as if he drew the 
money and then bought the bank’s 


purposes, the latter becomes a depos- 
itor of the drawee bank to the amount 
of the check, with the rights and 
duties of one in such a relation.” 
Marks v. Anchor Savings Bank 
(1916) 252 Pa. 304, 97 Atl. 399, 33 
B. L. J. 448. 


36. N. I. L. §188 and U. C. C. 
§8-411 (1). 

The underlying debt is also dis- 
charged where the holder procures 
certification. See U. C. C. §3-802 
(1) (a) and discussion in Chapter 1 
§1.15 supra. See also Scheffenacker 
v. Hoopes (1910) 1138 Md. 11, 77 
Atl. 130, 32 B. L. J. 637. 


37. U. C. C. §3-411 (1) is limited 
to “prior” indorsers. For a case in 
accord, see Felin v. Petix (1917) 102 
Misc. 66, 167 N. Y. S. 1073, 35 
B. L. J. 91. 


38. See First Nat. Bank v. Currie 
(1907) 147 Mich. 72, 110 N. W. 499, 
24 B. L. J. 191. 


39. An acceptance, as distinct from 


obligation with it.” Wachtel v. Rosen 
(1928) 249 N. Y. 386, 164 N. E. 326, 
62 A. L. R. 374. 


40. Florida Power & Light Co. v. 
Tomasello (1932) 103 Fla. 1076, 139 
So. 140, 49 B. L. J. 490; Welch v. 
Bank of the Manhattan Co. (1942) 
264 App. Div. 906, 35 N. Y. S. (2d) 
894, 59 B. L. J. 781. 
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is procured by a third party,*! nor is the drawer released even where 
he issues a certified check at payee’s insistence.** This feature of 
certified checks explains why many statutes require the use of cer- 
tified checks in various public transactions and also why some busi- 
nessmen insist on certified checks for certain transactions and will 
not take cashier's checks or bank money orders as suitable sub- 
stitutes. In a sense, a certified check procured by the drawer is the 
joint obligation of two parties, the drawer and the drawee; a cash- 
ier’s check or other bank obligation is the obligation of only the 
bank.** 

Where the drawer has a check certified, the payee acquires no 
rights against the certifying bank unless and until the check has 
been delivered.** 

As indicated above, certification procured by the holder has a 
different effect than certification procured by the drawer. A third 
possible method of certification would be by unilateral action on the 
part of the drawee or payor bank itself as where it receives the check 
for payment, certifies it and then returns it for the payee’s indorse- 
ment. In one case, a bank received a check on which the payee’s 
indorsement was missing. The bank certified the check and then 
returned it to the holder who had received the check from the payee. 


The holder, after being unable to obtain payee’s indorsement, sought 


to hold the bank on its certification. The court held the bank not 
liable on its certification, absent the indorsement.*® 


41. State Bank v. Mid-City Trust 
& Sav. Bank (1920) 295 Ill. 599, 
129 N. E. 498, 38 B. L. J. 189; Anglo- 
South American Bank v. National City 
Bank (1914) 161 App. Div. 268, 146 
N. Y. S. 457, 31 B. L. J. 441, affd 
217 N. Y. 726, 112 N. E. 1053. 

42. Where the payee insisted that 
the check be certified and, at the 
drawer’s request, the payee’s mes- 
senger obtained the check from the 
drawer, had it certified and then de- 
livered it to payee, it was held that 
the certification did not release the 
drawer. Randolph Nat. Bank v. 
Hornblower (1894) 160 Mass. 401, 
85 N. E. 850, 10 B. L. J. 260. 

43. Where a statute calls for a 
certified check, a money order may 
not be used, for the two instruments 
are materially different. A certified 


check allows the payee to rely upon 
the credit of both the bank and the 
drawer, whereas a money order gives 
the payee recourse only against the 
bank. State ex rel Babcock v. Per- 
kins (1956) 165 Ohio St. 185, 134 
N. E. (2d) 839, 74 B. L. J. 144. 

See also Bowie County v. Farmers 
Guaranty State Bank, supra note 1. 

The greater security of a certified 
check, as compared with that of a 
cashier's check, may be illusory in 
days of few bank insolvencies and 
Federal Deposit Insurance. 

44. Umbsen v. Crocker First Nat. 
Bank (1949) 33 Cal. (2d) 599, 203 
Pac. (2d) 752, 66 B. L. J. 394; In re 
Williamson’s Will (1942) 264 App. 
Div. 615, 85 N. Y. S. (2d) 1016, 59 
B. L. J. 722. 

45. Lipten v. Columbia Trust Co. 
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The Code expressly permits certification by the bank when it re- 
turns a check for a missing indorsement; but provides that the draw- 
er is discharged. Although there is no N.I.L. equivalent to the 
Code provision, the latter probably accords with prior law.** 

As stated elsewhere, the holder of a certified check, except where 
the Code is in effect, stands in the position of a depositor of the cer- 
tifying bank with respect to the commencement of the running of 
the statute of limitations in favor of the bank. In other words, the 
statute does not begin to run until demand is made for payment of 
the check. The Code changes the rule and causes the period to 
begin to run in favor of the bank on the date of the check or, if un- 
dated, on the date of issue. Under the Code, a bank certifying a 


check may safely cancel the certification at the end of a prescribed 
period after the date of the check, if no claim on it has been made.** 


§ 7.7. Certification of postdated checks. Certification of a 
postdated check is not recommended. If done at the request of 
the holder, the bank runs the risk of being disentitled to debit the 
drawer’s account.*® If done at the instance of the drawer and if 
there are sufficient funds in his account, the practice though of 
doubtful wisdom would probably be valid.‘ 

It has been held that one who takes a certified postdated check 
cannot recover thereon from the certifying bank; the face of the 
check gives its own notice that the certification is improper. 


house has a rule requiring certifica- 
tion of any check over $5,000 where 
it is returned for missing indorse- 
ment. 

47. See Chapter 1 §1.17 supra for 
further discussion. 


48. See Smith v. Maddox-Rucker 


Banking Co. (1910) 8 Ga. App. 288, 
68 S. E. 1092. 


(1920) 194 App. Div. 384, 185 
N. Y. S. 198, 38 B. L. J. 225. 

For discussion of liability of cer- 
tifying bank where a necessary in- 


dorsement is missing, see §7.14 infra. 


46. U. C. C. §3-411 (3) states: 
“A bank may certify a check before 
returning it for lack of proper in- 
dorsement. If it does so the drawer 
is discharged.” 


The New York Law Revision Com- 
mission has indicated that the Code 
provision accords with prior New 
York law. See State of New York 
Law Revision Commission, Legisla- 
tive Document (1955) No. 65 (D) 
p. 278. 

The above Code provision recog- 
nizes a practice required by some 
clearing houses. At least one clearing 


49. Dahlin, What Every Banker 
and Lawyer Should Know about 
Checks 43 Ill. Bar Journal 168, 72 
B. L. J. 251, 261. 


50. Clarke Nat. Bank v. Bank of 
Albion (1868) 52 Barb. (N.Y.) 592, 
87 B. L. J. 750. See also Wilson v. 
Mid-West State Bank (1922) 193 
Iowa 311, 186 N. W. 891, 21 A. L. R. 
229, 39 B. L. J. 344. 
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§ 7.8. Certification of other irregular checks. It is normally 
not good banking practice to certify a bearer check, although there 
appears to be no legal reason not to do so.5!_ While banks generally 
do not certify bearer checks, many banks sell money orders which 
are in the form of a check on the bank with a blank space for the 
signature of the purchaser and another blank space for the name 
of the payee, to be filled in by the purchaser. 


While it would not appear good banking practice to do so, 
both the Code and the N.I.L. expressly validate acceptance of a 
draft which is not signed by the drawer, is otherwise incomplete, is 
overdue or has been previously dishonored.®? This would validate 
certification of an undated check. 


§ 7.9. Certification by mistake. Certification creates a new 
contract between the holder who procures it and the bank, the 
effect of which is to impose on the bank the obligation to pay the 
check certified.** This rule is subject to the qualification that if 
the new contract brought about by the certification has been in- 
duced by mistake, the rights of third parties have not intervened 
and the holder has lost nothing nor changed his position in re- 


liance upon the certification, the certifying bank may be relieved 
from liability.*4 


Where a bank certifies a check in the mistaken belief that the 
drawer has on deposit to his credit sufficient funds for that purpose, 
the bank may correct the mistake and cancel the certification by 
giving notice to the holder before the check has passed from his 
hands to the hands of a bona fide purchaser, unless there has been 


See annotation on rights of trans- 
feree of postdated certified check, 21 
A. L. R. 236. 


51. Dahlin, supra note 49, 72 B. L. 
. 251, 257. 


8. U. C. C. and 
N. I. L. §138. 

By acceptance of a bill blank as 
to the name of the drawee, the ac- 
ceptor is estopped to deny that he 
is the drawee. Commercial Invest- 
ment Co. v. Whitlock (1925) 217 
Mo. App. 676, 274 S. W. 833, 43 
B. L. J. 363. 


§3-410 (2) 


53. Sce §7.6 supra, text at notes 
36-39. 

54. National Bank of Commerce v. 
Baltimore Commercial Bank (1922) 
141 Md. 554, 118 Atl. 855, 29 A. L. R. 
135, 40 B. L. J. 113; Condenser Serv- 
ice etc. Inc. v. Mycalex Corp. of 
America (1950) 7 N. J. Super. 427, 
71 Atl. (2d) 404, 67 B. L. J. 241; 
Mount Morris Bank v. Twenty-Third 
Ward Bank (1902) 172 N. Y. 244, 
64 N. E. 810; Freistat v. Industrial 
Bank of Commerce (1958) 18 Misc. 
(2d) 420, 186 N. Y. S. (2d) 768, 
76 B. L. J. 995. 
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a subsequent change of circumstances on the part of the holder. 
The Code would accord with the above statement, but would also 
make certification final, with certain exceptions, if procured by a 
holder who is a holder in due course.*> Where a bank is induced 
by fraud to certify a check drawn by a depositor in excess of the 
amount on deposit, the bank may countermand its certification 
unless the rights of other parties have intervened.*¢ 


While a certifying bank does warrant the existence of the payee 
and his then capacity to indorse, the bank does not warrant the 
title of the payee nor his right to collect the check.** The obliga- 
tion to pay the check upon presentation is a qualified one, which 
becomes absolute if the paper passes into the hands of a bona fide 
third party or if the holder changes his position in reliance upon 
the certification.®® 


So long as there are sufficient funds of the depositor in the 
bank’s possession out of which it may reimburse itself for its lia- 
bility incurred by certification, the bank cannot successfully allege 
an error in certification by reason of insufficient funds of the de- 
positor with which to pay the check. And, in order to entitle the 
bank to free itself from the obligation imposed by its own voluntary 
act of certification, there must be a clear showing that such act 
was done in error.*® 


Where a bank, through a mistake, certifies an overdraft check 


297, 64 N. Y. S. 32, 17 B. L. J. 459. 
See also annotation “Right of bank 
to cancel or revoke certification of 


55. U. C. C. §3-418 reads: “Ex- 
cept for recovery of bank payments 
as provided in the Article on Bank 


Deposits and Collections (Article 4) 
and except for liability for breach of 
warranty on presentment under the 
preceding section [§3-417], payment 
or acceptance of any instrument is 
final in favor of a holder in due 
course, or a person who has in good 
faith changed his position in reliance 
on the payment.” ( Matter in brackets 
supplied. ) 


N. I. L. §62 provides that an ac- 
ceptor engages that he will pay the 
instrument, according to the tenor of 
his acceptance. 


For illustrative case, see Rankin 
v. Colonial Bank (1900) 31 Misc. 


check or note because of mistake as 
to drawer’s account”, 29 A. L. R. 140. 


56. Farmers Savings Bank v. Amer- 
ican Trust Co. (1918) 199 Mo. App. 
491, 203 S. W. 674, 35 B. L. J. 628. 


57. N. I. L. §62 (2) and U. C. C. 
§3-413 (3). 


58. National City Bank v. Titlow 
(D. C., Wash., 1916) 233 Fed. 838, 
383 B. L. J. 684; Riverside Bank v. 
First Nat. Bank (C. A., N. Y., 1896) 
74 Fed. 276, 13 B. L. J. 453. 


59. National Bank of Commerce v. 
Baltimore Commercial Bank, supra 
note 54, 
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for a depositor and afterwards pays the check, it may recover the 
amount of the overdraft from the depositor. A depositor is liable 
to his bank for overdrafts made by him and the fact that an 
overdraft check is certified does not affect the bank’s right to col- 
lect from him.® ' 


Under the Uniform Commercial Code, a person obtaining certi- 
fication would give the certifying bank warranties of good title or 
authority to receive payment, of lack of knowledge that the drawer’s 
signature is forged and a further warranty. of no material altera- 
tion.“ Breach of any such warranty which the bank learns about 
before payment should entitle the bank to revoke its certification 
if the person obtaining it still has the instrument. 


§ 7.10. Certification after payment stopped. A bank should 
not, of course, certify a check after the drawer has stopped payment 
onit. It has been held, however, that where a bank certifies a check 
by mistake after payment has been stopped, it may correct the 
error by immediately notifying the holder before the check has 
passed from his hands to those of a bone fide owner.** In a New 
York case a bank, through error, certified at the request of the 


payee a check after the drawer had directed the bank to stop pay- 


ment. 


60. Prowinsky v. Second Nat. Bank 
(App. D. C., 1920) 265 Fed. 1003, 
87 B. L. J. 698. See also Thompson 
v. St. Nicholas Nat. Bank (1892) 
146 U.S. 240, 13 S. Ct. 66, 36 L. Ed. 
956, 8 B. L. J. 60, where it was held 
that a bank overcertifying in viola- 
tion of law had a lien on securities 
of the drawer in the bank’s possession. 

See also U. S. C. §4-417 (1). 


61. U. C. C. §§3-417 (1) and 4- 
207 (1). 


62. The N. I. L. has no equivalent 
provision. 


A bank certified checks at the 
payee’s request in error, there being 
no funds and payment having been 
stopped. Payee was aware that pay- 
ment had been stopped when he 


Upon presentment, payment was refused. 


It was held 


obtained certification. Subsequently, 
payee transferred the checks to anoth- 
er party for value. The bank paid 
the amount of the checks to the 
transferee, took them up, and brought 
action against the payee who had 
obtained certification. Held: no re- 
covery by bank, since the payee had 
changed his position in respect to 
his rights against prior parties and 
since the omission to inform the cer- 
tifying bank of the stop payment 
order did not of itself constitute 
fraud. President and Directors of 
Manhattan Co. v. Tunick (1929) 134 
Misc. 863, 237 N. Y. S. 280, 47 
B. L. J. 261. 


63. Security Savings & Trust Co. 
v. King (1914) 69 Or. 228, 138 Pac. 
465, 31 B. L. J. 299. 





CERTIFICATION 383 
that the payee could not enforce the check against the drawee bank, 
since the drawer remained liable on the check due to his having 
stopped payment, the payee was still in possession of the check 
and could show no injury to himself. 


§ 7.11. Stopping payment of certified check. It is generally 
held that payment of a check cannot be stopped after the check 
has been certified. This is so whether the bank certifies the check 
at the request of the payee or other holder. The effect of the cer- 
tification is the same as though the money had been paid by the 
bank to the holder and redeposited by him to his own credit. 


In an Indiana case it appeared that the plaintiff was induced by 
fraud to purchase stock for which he paid with a check on the 
defendant bank. The seller deposited the check to his credit in 
the defendant bank and later had the bank certify a check against 
the deposit; it was held that the bank should not observe the plain- 
tiffs order to stop payment of the seller's check, where the plaintiff 
had not rescinded the contract or returned the stock.® 


The fact that the drawer of a check discovers, after the check 
has been certified at the instance of the payee, that the payee is in- 
solvent does not entitle the drawer to countermand payment so as 


to enable him to make use of a setoff or counterclaim which, except 
for certification, would have been available against the payee. In 
such circumstances the drawee may not resist the payee’s claim and 
is liable on the check in an action by the payee, notwithstanding the 
stopping of payment by the drawer.” 


64. Baldinger & Kupferman Mfg. 
Co. v. Manufacturers-Citizens Trust 
Co. (1915) 93 Misc. 94, 156 N. Y. S. 
445, 33 B. L. J. 108. See also Clews 
v. Bank of New York N. B. A., supra 
note 12; Condenser Service etc. Inc. 
v. Mycalex Corp. of America, supra 
note 54, 

Where payee is no longer in pos- 
session, the result would be different. 
See President and Directors of Man- 
hattan Co. v. Tunick, supra note 62. 


65. See Roberts and Morris, The 
Effect of a Stop Payment Order on 
a Certified Check, 5 Wyo. L. J. 170, 
69 B. L. J. 241. See also annota- 


tion: “Right of drawer to stop pay- 
ment of certified check”, 35 A. L. R. 
942. 

The discussion of this section 
should be differentiated from that 
of the preceding section which deals 
with certification by mistake after 
payment had been stopped. The re- 
verse situation, i.e. stopping payment 
after certification, is treated here. 


66. Barnard vy. First Nat. Bank 
(1916) 61 Ind. App. 634, 111 N. E. 
451, 33 B. L. J. 805. 


67. Carnegie Trust Co. v. First 
Nat. Bank (1915) 213 N. Y. 301, 
107 N. E. 693, 33 B. L. J. 471. 
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A bank, in which a certified check is deposited by the holder, 
and which gives the depositor credit therefor, is held to be a 
holder in due course, and entitled to recover on the certification 
against the drawee bank, notwithstanding the countermanding of 
payment, and even though the first bank was notified that the 
check was fraudulently obtained and that payment had been 


stopped before it had paid the amount thereof to its depositor.®* 


It has been indicated, however, that a bank which complies with 
a stop payment order on a certified check may pay the proceeds of 
the check into court if it is able to bring both the drawer and holder 
before the court or it may implead the drawer if it is sued by the 
payee on its certification.” 


In New Jersey, it appears that a distinction has been made 
where certification is procured by the holder and by the drawer. 
In the former instance, stopping payment would not be allowed; 
in the latter instance, the court would give effect to a stop payment 
order if the check is not in the hands of a bona fide holder.”° This 
New Jersey exception to the general rule has now been overturned 
by statute.” 


The Code takes the position that a bank is not required to stop 


payment on a certified check.” 


§ 7.12. Certification of check obtained by fraud. A bank 


68. Blake v. Hamilton Dime Sav- 
ings Bank (1908) 79 Ohio St. 189, 
87 N. E. 78, 26 B. L. J. 195. See 
also Merchants & Planters Bank v. 
New First Nat. Bank (1914) 116 
Ark. 1, 170 S. W. 852. 


69. See Bathgate v. Exchange Bank 
(1918) 199 Mo. App. 583, 205 S. W. 
875, 36 B. L. J. 18, Welch v. Bank 
of Manhattan Co., supra note 40. 


If a bank stops payment on a cer- 
tified check and is sued thereon by 
the holder, it might implead the 
drawer or, if he is not within the 
jurisdiction, the bank might “vouch 
in” the drawer under a provision like 
U. C. C. §3-803. See Greenberg v. 
World Exchange Bank (1929) 277 
App. Div. 418, 237 N. Y. S. 200, 47 


B. L. J. 400. 


70. Sutter v. Security Trust Co. 
(1924) 95 N. J. Eq. 44, 126 Atl. 381, 
35 A. L. R. 938. 


71. N. J. Stat. Anno. §17:9A-225 
(A) prohibits a bank stopping pay- 
ment on a check certified by it. New 
York provides that a bank shall not be 
required to stop payment on a cer- 
tified check, leaving it optional with 
the bank to honor such a stop pay- 
ment order, N. Y. Negot. Inst. Law 
§325-a. 


72. This would be the reasonable 
construction of U. C. C. §4-303 (1) 
(a) which provides that a stop-order 
“comes too late” if it is received or 
served and a reasonable time for the 
bank to act thereon expires after the 
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which certifies a check at the request of a person who obtained it 
by fraud from the drawer may not assert the fraud as a defense 
against a holder for value without notice.” It has also been held that 
a bank which had certified a check at the holder’s request cannot 
resist a claim by the holder of the check with an argument that the 
holder himself obtained the check by false representations."* In 
effect, certification at the request of the holder is equivalent to 
payment. Moreover, the drawer’s defense should not be available 
to the certifying bank.** But where a bank is induced by fraud of 
a depositor to certify for an amount in excess of his balance, the 
bank may resist payment unless the rights of other parties have 
intervened.”® 


§ 7.13. Certification of stale check. It has been held that a 
bank is justified in certifying a check three months after its issuance 
in the absence of evidence of collusion or bad faith.*7 On the other 
hand, it is suggested that a bank requested by the holder to certify 
a check of some venerability should not do so without consulting 
its depositor, the drawer. Several courts have held that a bank 


paying a check presented an unreasonable time after issue may not 


on which it was drawn. The per- 
petrator of the fraud then managed 
to have himself identified at plaintiff 


bank has accepted or certified the 
item. 


U. C. C. §4-403 Comment 5 refers 


to U. C. C. §§3-411 and 4-303 as 
authority for the statement that there 
is no right to stop payment after 
certification. 


It would seem that a court in a 
state having the Code might follow 
its prior law in any instance where 
the bank actually stops payment on 
a certified check and the holder seeks 
to recover on the check from the 
bank. 


73. Merchants Loan & Trust Co. 
v. Metropolis Bank (1877) 7 Daly 
(N.Y.) 137, where it appeared that 
a person wrongfully representing him- 
self to be one Frothingham obtained 
a check from the drawer by fraud 


and then had it certified by the bank 


bank as the payee named on the 
check and was able to have plaintiff 
cash the check. Defendant drawee 
bank was held liable on its certifi- 
cation. 


74. Times Square Automobile Co. 
v. Rutherford Nat. Bank (1909) 77 
N. J. L. 649, 73 Atl. 479. 


75. Roberts and Morris, The Effect 
of a Stop Payment Order on a Cer- 
tified Check, supra note 65, 69 B. L. 
J. 241 at pp. 245-247. 


76. Farmers Savings Bank v. Amer- 
ican Trust Co., supra note 56. 


77. Freeport Bank v. Viemeister 
(1929) 227 App. Div. 457, 238 
N. Y. S. 169. 
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debit the drawer’s account;*® this principle should apply equally 
where certification takes place. 


§ 7.14. Certification of unindorsed check. Where a bank cer- 
tifies a check for the drawer, the bank is obligated to pay on its 
certification only if the check is properly indorsed on presentment. 
This is apparently true even if the certification is unconditional.” 
On the other hand, it has been held that unconditional certification 
procured by the transferee of a check not indorsed by the payee en- 
titles the transferee to payment, even without the indorsement.*® 
But where a bank certifies a check before returning it for missing 
indorsement, it is not liable on its certification if the indorsement is 
not obtained.®! 

A bank certifying a check at the request of a party other than 
the drawer would be well-advised to certify on condition that the 
check be properly indorsed.** 


§ 7.15. Right of bank to cancel certification. It has already 


been stated that a bank may decline payment of a check certified 
by mistake if it has not been acquired by a bona fide purchaser, or 


if the person obtaining the certification has not changed his position 
in reliance thereon.** The bank may also cancel its certification and 
recredit the drawer’s account if the drawer himself has possession 
of the certified check and the bank is satisfied that he did not 
wrongfully retake the check from the payee or other holder. 


78. See Lancaster Bank v. Wood- 
ward (1852) 18 Pa. 357, 57 Am. 
Dec. 618, bank paying check over 
one year old where depositor’s ac- 
count is insufficient may not recover 
on overdraft from depositor; Gold- 
berg v. Manufacturers Trust Co. 
(1951) 199 Misc. 167, 102 N. Y. S. 
(2d) 144, 68 B. L. J. 266, bank pay- 
ing check 27 months after issue, 
against which there is an expired 
stop payment order, may not debit 
drawer’s account. 

The “stale check” laws may fur- 
nish a guide as to when a check is 
stale for purposes of certification. 
See Chapter 10. 

79. Lynch v. Bank 


First Nat. 


(1887) 107 N. Y. 179, 83 N. E. 775. 

80. Freund v. Importers & Trad- 
ers Nat. Bank (1879) 76 N. Y. 352, 
21 B. L. J. 522; Meuer v. Phoenix 
Nat. Bank (1904) 94 App. Div. $31, 
88 N. Y. S. 83, affd 183 N. Y. 511, 
76 N. E. 110, 21 B. L. J. 48, $17. 

A contrary conclusion might per- 
haps be drawn from Parker v. Walsh 
(1924) 200 Iowa 1086, 205 N. W. 
853, 42 A. L. R. 622, 43 B. L. J. 84. 

81. Lipten v. Columbia Trust Co., 
supra note 45, 

82. “Payable only as _ originally 
drawn and when properly indorsed” 
is an acceptable method of requir- 
ing indorsement. See §7.2 supra. 

83. See §§7.9 and 7.10 supra. 
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The fact that the drawer of a check, who had procured certifi- 
cation, has the check in his possession raises a presumption that 
the check was not delivered to the payee and the latter has no in- 
terest in it; the bank may act on that presumption and cancel the 
check if requested by the drawer to do so.** Under this rule, if it 
appears that the payee did not use the check and returned it to the 
drawer, the certification may be cancelled. Upon cancellation, the 
drawer’s account may be recredited with the proceeds of the check. 
A bank might also cancel its certification if the check has been lost 
and the bank is satisfied that it has not been indorsed in blank or 
in the possession of a holder in due course. The bank may, as a 
condition to cancelling its certification, require an indemnity bond.® 


§ 7.16. Certification of overdraft check. It is a criminal of- 
fense for an officer, director, agent or employee of a bank (national 
or state) which is a member of the Federal Reserve System to cer- 
tify a check for an amount which exceeds the balance on deposit 
to the credit of the drawer at the time of certification. While the 
certification itself is binding, the bank and the individual who 
knowingly certifies a check in excess of the balance are subject to 
various penalties which may, in the case of an individual, include 
fine or imprisonment.®** Such certification may be referred to as 
“overcertification.” 


84. Buehler v. Galt (1889) 35 Ill. 
App. 225, 31 B. L. J. 839. In that 
case, the drawer had a check cer- 
tified and mailed it to the payee. 
The check was not received by the 
latter and was in some manner re- 
acquired by the drawer who then 
had the bank cancel its certification. 
It was held that the drawee bank 
was justified in canceling the certifi- 
cation. 

Where certified checks are found 
among the drawer’s effects after his 
death, his estate is entitled to have 
the certification cancelled and the 
payees have no interest in the checks. 
In re Williamson’s Will (1942) 264 
App. Div. 615, 385 N. Y. S. (2d) 
1016, 59 B. L. J. 722. 

85. See Chapter 1 §1.18 for dis- 
cussion of lost checks. 


86. See 12 U. S. C. §§331 and 501 
and 18 U. S. C. §1004. This Fed- 
eral proscription would apply to most 
banks in the United States. In addi- 
tion, some states have statutes making 
overcertification a crime. 

It would appear that a wrongful 
intent to certify an overdraft would 
be necessary to constitute a violation 
of such criminal statutes; overcertifi- 
cation by mistake would not be a 
violation. Spurr v. U. S. (1899) 174 
U. S. 728, 19 S. Ct. 812, 43 L. Ed. 
1150, 22 B. L.J. 29. 

Where an overcertification is han- 
dled in good faith as a loan by the 
bank, such overcertification is not a 
violation of the criminal statutes. 
Potter v. U. S. (1894) 155 U. S. 438, 
15 S. Ct. 144, 89 L. Ed. 214, 22 
B. L. J. 28. 
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It appears that a bank will be liable on its overcertification, even 
if given deliberately and in violation of prohibitory statute, in 
any instance where the check is acquired by a bona fide holder 
who takes without knowledge of the overcertification.**? As in- 
dicated previously, a bank which certifies a check in the mistaken 
belief that the drawer has sufficient funds may cancel the certifica- 
tion if it notifies the holder, unless the check has passed to a bona 
fide purchaser or unless there has been a change of circumstances 
on the part of the holder by reason of the mistaken certification.** 

A case of overcertification should be distinguished from that of 
an illegal guaranty. Thus where a national bank advised plain- 
tiff that it would pay checks drawn by a third person, although the 
third person had no funds on deposit, and plaintiff cashed such 
checks in reliance thereon, it was held that there was no certification 
but a guaranty not within the powers of a national bank, which 
was therefore not liable thereon.*® 

If the payee who has the check certified is a bona fide holder 
without knowledge of the overcertification, he is entitled to re- 
cover from the certifying bank. On the other hand, if the payee 
obtains the certification with knowledge that the drawer’s account 
is insufficient, he is not a bona fide holder and may not recover 
from the bank on the certification.®° 

As previously indicated, an overcertifying bank may recover 
from the drawer on the overdraft.™ 


Obviously, a bank may not 


§ 7.17. Forgery of certification. 
be held liable on a forged certification of a check drawn on it if it 
discovers the forgery and declines to pay the check.®* But a bank 


annotation 2 A. L. R. 86. 
88. See supra text at note 55. 


89. Bowen v. Needles Bank (C. C., 
S. D., 1899) 94 Fed. 925. 


90. First Nat. Bank v. Union Trust 


Certification against uncollected 
funds would not appear to be an im- 
proper practice. See Freeport Bank 
v. Viemeister, supra note 77. 

87. Smith v. Hubbard (1919) 205 
Mich. 44, 171 N. W. 546, 36 B. L. J. 


473; Hill v. Nation Trust Co., supra 
note 11; Security State Bank v. Bank 
of Brantford, supra note 6. 

This rule would accord with the 
rule that a bank paying an overdraft 
may not recover its payment from the 
person receiving same, but must look 
to its depositor to be made whole. 
See Chapter 11. 

For effect of overcertification, see 


Co. (1909) 158 Mich. 94, 122 N. W. 
547. 

91. See supra text at note 60 and 
note 60. 

92. N. I. L. §28 and U. C. C. 
§3-404 (1) provide that a forged or 
unauthorized signature is inoperative 
unless the person whose signature is 
forged or given without authority is 
precluded from denying it. 
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may be precluded from asserting the forgery of its certification by 
its action. In one instance, one R drew a check to the order of C 
bearing on its face the purported certification of the drawee bank. 
The check was given in a transaction for the delivery of some gold. 
A clerk of C took the check to the drawee bank and inquired if it 
was good, to which the teller replied affirmatively. The gold was 
delivered to R who immediately left the country. The check was 
deposited in another bank which collected the proceeds from the 
drawee bank through the clearing house. The next day, the drawee 
bank discovered that the certification was forged. It was held that 
the drawee bank could not recover its payment from the collecting 
bank.®* 

While no case directly in point has been found, it is believed 
that a bank which pays a check in error on which its certification is 
forged may not recover its payment. On the other hand, where 
a person deposits in his bank a check drawn on another bank and 
bearing a forgery of the latter bank’s certification stamp and the 
drawee refuses payment, the bank in which the check is deposited 
may charge it back to its depositor’s account.®® 

It has been held that forgery of a certification is a crime within 
the terms of a statute proscribing the forgery of an acceptance of a 
bill of exchange.* 


§ 7.18. Forged drawer’s signature on certified check. Under 
the N.LL., the certification of a check imports an admission that 
the signature of the drawer is genuine.®* If a bank certifies a check 
and it is later discovered that the purported signature of the drawer 
is a forgery, the bank will be liable on its certification to a bona 
fide holder.®* In effect, this is the same as if the bank had paid a 
forged check, one on which the drawer’s purported signature is 


93. Continental Nat. Bank v. Na- 96. People v. Somsky (1920) 46 
tional Bank of the Commonwealth Cal. App. 377, 189 Pac. 456, 37 
(1872) 50 N. Y. 579. B. L. J. 561. 


94. This should follow from the 
rule that a drawee bank paying a 
check on which the drawer’s signa- 98. Trust Co. of America v. Ham- 


97. N. I. L. §62. 


ture is forged may not recover its 
payment from the person receiving it. 
See Chapter 14. 

U. C. C. §3-418, supra note 55, 
accords, 

95. Church v. National Newark & 
Essex Banking Co. (1922) 97 N. J. L. 
237, 116 Atl. 620, 39 B. L. J. 555. 








ilton Bank (1908) 127 App. Div. 515, 
112 N. Y. S. 84, Adam v. Manufac- 
turers & Traders Nat. Bank (1909) 
63 Misc. 403, 116 N. Y. S. 595, 32 
B. L. J. 151; National Mechanics 
Bank v. Schmeltz Nat. Bank (1923) 
136 Va. 33, 116 S. E. 380, 40 B. L. J. 
540. 
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forged. It has been held, however, that a bank certifying a check 
on which the drawer’s signature is forged is not liable to a holder 
whose agent procured the certification while having reason to 
believe the check was forged.® 

Under the Code, acceptance is final in favor of a holder in due 
course, except for liability for breach of warranty.’ Since a per- 
son obtaining acceptance does not warrant the drawer’s signature, 
but only lack of knowledge of a forgery, the result of the Code 
should accord with that of prior law.? 


§ 7.19. Forged indorsement on certified check. While the cer- 
tifying bank may not ordinarily resist payment on the ground that 
the check (i.e. the drawer’s signature) is forged, there is a different 
story with respect to a forged indorsement. The holder of a cer- 
tified check with a forged indorsement of the payee or other “neces- 
sary” person will not be permitted to enforce it against the bank; 
the certification does not constitute an admission of the genuineness 
of the signature of an indorser.’®? Such is the rule apparent from 
the Code and the N.I.L.1° 

Where a bank certifies a check and later pays it on a forged in- 
dorsement, the bank may not charge the drawer’s account.’** But 


the bank may recover its payment from the party receiving it.’ 


Under the Code, a person obtaining payment or acceptance war- 
rants his title or the title of the person for whom he is authorized 
to obtain payment or acceptance.! 


Fire Ins. Co. v. Mellon Nat. Bank 
(1923) 276 Pa. 154, 119 Atl. 910, 40 
eee 4 


99. Banca Commerciale Italiana 
Trust Co. v. Clarkson (19387) 274 
N. Y. 69, 8 N. E. (2d) 281, 110 


A. L. R. 1105, 54 B. L. J. 567. 


100. U. C. C. §3-418 supra note 
55. 


101. U. C. C. §§3-417 (1) (b) 
and 4-207 (1) (b). It should be 
noted that the warranty of no knowl- 
edge of forgery is not given by a 
person who learns of the forgery after 
acquiring the check or obtaining cer- 
tification. See U. C.C. §§3-417 (1) 
(b) (iii) and 4-207 (1) (b) (iii). 


102. Eagan v. Garfield Nat. Bank 
(1922) 118 Misc. 76, 192 N. Y. S. 
209, 39 B. L. J. 430; National Union 


103. U. C. C. §3-413 (3) and 
N. I. L. $62 (2) provide that an ac- 
ceptor warrants the existence of the 
payee and his capacity to indorse. 
Such warranties would not include 
genuineness of the indorsement itself. 


104. Bank of British N. A. v. Mer- 
chants Nat. Bank (1883) 91 N. Y. 
106. 

105. First Nat. Bank v. Northwest- 
ern Nat. Bank (1894) 152 Ill. 296, 
38 N. E. 739. 


106. U. C. C. §§3-417 (1) (a) 
and 4-207 (1) (a). 
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In effect, the law governing liability of the parties where a check 
is certified bearing a forged indorsement does not differ from the 
law relating to payment of uncertified checks bearing forged indorse- 
ments. There is one exception: that relating to alteration by chang- 
ing the name of the payee, indorsement of the check in the sub- 
stituted name and certification of the check as altered, which will 
be discussed in the next section. 





§ 7.20. Certification of altered check. If a person takes a 
check from the drawer, fraudulently alters it by changing the name 
of the payee or raising the amount, has the check certified in al- 
tered form and then transfers it to an innocent holder for value, 
what are the equities of the holder as against the certifying bank? 
Under both the Code and the N.LL., a holder in due course may 
enforce an altered instrument according to its original tenor.’ 
But may the holder in due course hold the certifying bank on the 
altered check which, by certifying, the bank has agreed to pay? 
Or, to put the question in the way it would normally arise, may the 
certifying bank after paying the check recover its payment from the 
bank or person receiving payment? 

The earlier cases permitted recovery by the certifying bank, 
holding that bank liable on its certification only according to the 
original tenor of the check.’ For the most part, the alteration 
complained of appears to have been a raising of the amount; re- 
covery would therefore be limited to the difference between the 
original and raised amounts.’ 

In one case the payee named in a check, being in doubt as to 
its genuineness, presented it to teller of the drawee bank, who 









107. U. C. C. §3-407 (3) and 
N. I. L. $124. For general discussion 
of altered checks see Chapter on Al- 
tered Checks. 

108. Espy v. Bank of Cincinnati 
(1873) 18 Wall. (85 U. S.) 604, 21 
L. Ed. 947, 31 B. L. J. 466; Marine 
Nat. Bank v. National City Bank 
(1874) 59 N. Y. 67, 17 Am. Rep. 
805, 1 B. L. J. 202; Security Bank v. 
National Bank of the Republic 
(1876) 67 N. Y. 458, 1 B. L. J. 202; 
National Reserve Bank v. Corn Ex- 
change Bank (1916) 171 App. Div. 
195, 157 N. Y. S. $16, 33 B. L. J. 
202. 


Parke v. Roser (1879) 67 Ind. 500, 
83 Am. Rep. 102, 31 B. L. J. 466, 
would probably indicate the same re- 
sult. 


109. A bank paying a_ raised 
check may recover the excess from 
the person receiving payment (ex- 
cept in some instances where the 
person receiving payment is an agent 
collecting bank which has remitted 
its payment to a prior transferor), 
and it may debit the drawer’s ac- 
count for the original sum. See dis- 
cussion in Chapter 15. 
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certified it and stated that it was “correct in every particular.” 
Thereupon the payee gave value for the check. It was held that 
the drawee could recover the amount it subsequently paid on the 
check from the bank to which such payment was made, upon dis- 
covery that the check had been raised and altered as to payee and 
date. It was not part of the teller’s duty to give assurance as to the 
genuineness of the check, except as to the drawer’s signature. In 
going beyond this, his representations did not bind the bank."!° 

But, in apparent conflict with the rule derived from the case 
described above, is a decision of the Illinois Supreme Court, in 
which it appeared that a business house in St. Louis purchased from 
a bank a draft, drawn on the plaintiff bank in Chicago and payable 
to a concern in Pittsburgh. The draft was mailed to the payee, 
but one Manning stole it from the mail box. He cleverly altered 
it, making it payable to himself, and delivered it to a jeweler in 
Chicago in payment for jewelry, after indorsing his name on the 
back. The drawee certified the draft and the jeweler deposited it 
in his bank, the defendant, which collected it though the clear- 
ing house. The drawee sued the collecting bank for the amount. 
It was held that the drawee could not recover because, under Sec. 
62 of the Negotiable Instruments Law, the certification admitted 
“the existence of the payee and his then capacity to indorse.” The 
difficulty with this theory is that Manning was not the payee. The 
concern in Pittsburgh was the payee. Manning’s indorsement, even 
though of his own name, was in the particular circumstances a 
forgery, and the plaintiff might well have been allowed to re- 
cover on the ground that the certification did not admit the 
genuineness of indorsements or the body of the check." 

Another case from California on rather similar facts went the 
same way, denying recovery to the drawee that had paid a check 
with the name of the payee altered prior to certification.!!” 


110. Security Bank v. National 
Bank of the Republic, supra note 108. 


Trust Co. (1912) 33 Okla. 342, 125 
Pac. 464, 29 B. L. J. 842. 

In a Louisiana case arising prior 
to enactment there of the N. I. L., it 
was held that a bank is liable to a 


111. National City Bank v. Na- 
tional Bank of the Republic (1921) 


300 Ill. 102, 182 N. E. 832, 22 A. L. 
R. 1153, 39 B. L. J. 85. 


112. Wells Fargo Bank v. Bank of 
Italy (1931) 214 Cal. 156, 4 Pac. 
(2d) 781, 49 B. L. J. 265. See also 
dicta in Cherokee Nat. Bank v. Union 


bona fide purchaser of a check, which 
had been certified, even though the 
check was fraudulently raised before 
the certification took place. Louisi- 
ana Nat. Bank v. Citizens Bank 
(1876) 28 La. Ann. 189, 26 Am. 
Rep. 92, 1 B. L. J. 202. 
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The result of the above two cases, decided at later dates than 
the other cases referred to further above, appears to make it pos- 
sible that a bank certifying a check which has been altered prior to 
certification may be bound on its certification to a bona fide pur- 
chaser. The state of the law where the N.L.L. is in effect is uncer- 
tain in this regard.1% 

Where a bank is culpably negligent in certifying and in paying 
a check, it will not be allowed to recover the money from a person 
who was innocent of any fraud and who has relied on the certifica- 
tion and payment to his detriment. Thus, where a bank certified 
a check, drawn on it by another bank, although the former bank 
had received a letter of advice, reference to which would have 
shown that the check had been altered as to date, and raised in 
amount; and the fraud was not discovered until the bank to 
which the pavment had been made had paid the money over 
to the party for whom it had made the collection, it was held that 
the latter bank was not liable to the certifying bank.1* And a bank 
which certifies a check and afterwards finds out that the check was 
fraudulently raised before the certification, may be precluded from 
recovering by delay in giving notice after discovery of the 
alteration.'® 


While, as stated above, the law governing the liability of a bank 
which has certified an altered check is uncertain, the banking frater- 
nity appears to have solved the uncertainty, at least where the N.I.L. 
is in effect, by the practice of certifying in terms “Payable only as 
originally drawn and when properly indorsed.” ""* This condition 
means that the bank agrees to pay the check only in the form or- 
iginally drawn by the drawer and only if bearing necessary indorse- 


113. Where a check is altered as 
to amount, there can be a subsequent 
holder in due course. If the check 
is certified in a raised amount and 
transferred to a holder in due course, 
there is some equity for permitting 
him to retain the raised amount. 
But where the name of the payee is 
changed, there can be no holder in 
due course, the intended payee’s in- 
dorsement being missing. The cer- 
tifying bank should be able to recover 
its payment; this is basically a forged 
indorsement situation. Apparently, 
however, N. I. L. §62, and see also 
U. C. C. §3-413 (3), might be con- 


strued as providing that the certifying 
bank gives a guaranty that the payee 
named on the check as certified is 
the payee of the check. 

See annotation “Rights and liabili- 
ties of bank with respect to certified 
check or draft fraudulently altered”, 
22 A. L. R. 1157. 


114. Continental Nat. Bank v. 
Tradesmen’s Nat. Bank (1903) 173 
N. Y. 272, 65 N. E. 1108. 


115. Continental Nat. Bank v. 
Metropolitan Nat. Bank (1903) 107 
Ill. App. 455, 31 B. L. J. 469. 


116. See §7.2 supra. 
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ments. The use of this conditional form of certification, where the 
check is certified at the instance of the holder, appears to have fore- 
stalled further decisions along the lines of those of Illinois and Cali- 
fornia referred to above.1!7 


The Code takes the position that an acceptor, including a certi- 
fying bank, should be liable to a holder in due course taking the in- 
strument after acceptance, according to the tenor of the instrument 
as accepted, and that a conditional acceptance in terms “payable as 
originally drawn” will not relieve the acceptor from such liability.""* 
While some of the Code draftsmen concerned with commercial pa- 
per and bank collections disagreed with the approach taken in the 
Code, the majority apparently believed that a person taking a cer- 
tified check (assuming the certification to be genuine) should be 
able to rely on its validity and, further, that if the check is there- 
after paid, the payment should not be subsequently upset. The 


codifiers apparently considered the better policy to be that favoring 
transferability of acceptances and certified checks, rather than the 
protection of the acceptor or certifying bank from liability even 
where arising from facts as to which it has no knowledge when it 


accepts or certifies.11® 
It would seem that, under the Code, if D gives a check to A’s 


117. National City Bank v. Na- 
tional Bank of the Republic, supra 
note 111, and Wells Fargo Bank v. 
Bank of Italy, supra note 112. 


118. U. C. C. §3-417 (1) (c) 
(iii). That provision reads: “(1) 
Any person who obtains payment or 
acceptance and any prior transferor 
warrants to a person who in good 
faith pays or accepts that . . . (c) 
the instrument has not been materi- 
ally altered, except that this warranty 
is not given by a holder in due 
course acting in good faith . . . (iii) 
to the acceptor of a draft with re- 
spect to an alteration made prior to 
the acceptance even though the ac- 
ceptance provided ‘payable as origin- 
ally drawn’ or equivalent terms . . .” 

U. C. C. §4-207 (1) (c) has a 
similar provision affecting items in 
process of collection. 

Compare U. C. C. §§3-417 (2) 


(c) and 4-207 (2) (c) which pro- 
vide that a transferor warrants to 
transferees (but not to the payor) 
that the instrument is not materially 
altered, such warranty having no ex- 
ceptions. 


119. “The exception [made by 
§3-417 (1) (c) (iii)] in the case of 
a holder in due course of a draft ac- 
cepted after the alteration . . . is 
based on the principle that an accept- 
ance is an undertaking relied upon in 
good faith by an innocent party. The 
attempt to avoid this result by cer- 
tifying checks ‘payable as originally 
drawn’ leaves the subsequent pur- 
chaser in uncertainty as to the amount 
for which the instrument is certified, 
and so defeats the entire purpose of 
certification, which is to obtain the 
definite obligation of the bank to 
honor a definite instrument.” U. C. 
C. §3-417 Comment 5. 
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order and A by clever alteration raises the amount, then has the 
check certified and negotiates it to H, who takes for value, in good 
faith and without knowledge of the alteration or of any other de- 
fense or claim,!*° H may collect the check in the raised amount. 


The probable intent of the Code draftsmen is that the same re- 
sult obtain where the alteration consists of changing the name of 
the payee.’*!_ Thus, if D gives a check to A’s order, but B obtains 
it, cleverly alters the name of the payee from A to B, then has the 
check certified and negotiates it to H who takes for value, in good 
faith and without knowledge of the alteration or of any other de- 
fense or claim, H should collect the check. The difficulty here is 
that the exemption from the warranty against material alteration 
runs only in favor of “a holder in due course acting in good faith.” 1°" 
In the above example, A has not indorsed the check of which he is 
the actual payee. B’s indorsement is an unauthorized signature 
and is wholly inoperative.1** A’s indorsement is necessary to con- 
stitute H a holder,!** and H cannot be a holder in due course if he 
is not a holder.!*> _H, in the example, apparently gives the warranty 
of no material alteration. There is, however, another Code pro- 
vision which might entitle H to enforce the check. The bank, by 
certifying, engages to pay the check according to its tenor at the 
time of its engagement'** and also admits “the existence of the 
payee and his then capacity to indorse.”1*7_ Therefore, H should, 
under the Code, be able to enforce the check against the certifying 
bank; and it might be argued that the certifying bank in effect 
guarantees that B is the payee and that his genuine indorsement is 
sufficient to transfer title to H. The absence of A’s indorsement 
would in this example only permit the drawer D to require recredit 
of the amount of the altered check to his account. 


A bank may protect itself against material alteration by refusing 
to certify at the request of a holder (unless he is someone of known 
character and credit standing) or it may minimize its loss through in- 


120. U. C. C. §3-302 (1), the 123. U. C. C. §3-404 (1). 
holder in due course test. 124. U. C. C. §3-202 (1). See 
121. Comment 5 to U. C. C. §3- also U. C. C. §3-201 (1) and (8). 
417 refers to the Illinois and Califor- 125. U. C. C. §3-302 (1) states 
nia decisions (notes 111 and 112 that a “holder in due course” is a 
supra) which involved alterations of “holder” who takes the instrument 


the payee’s names, but then gives an 
example referring only to an altera- 
tion of amount. See note 119 supra. 


122. See note 118 supra. 


under certain stated conditions. 
126. U. C. C. §3-413 (1). 


127. U. C. C. §3-413 (3). Note al- 
so U. C. C. §3-418 supra note 55. 
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surance and by a service charge for certification.1** In addition, 
might a bank protect itself against alteration involving a change 
of payee by a conditional certification requiring the indorsement 
of the actual payee? The Code does not invalidate the effect of 
any conditional language except “Payable as originally drawn’. 
The question is put; no answer is given.'*® 

One last point under the Code should be noted. The exception 
to the warranty against material alteration applies only to a holder 
in due course who takes the draft after the acceptance. A person 
who takes as holder in due course and himself obtains certification 
would give the warranty.1®° 

To recapitulate, the Code would in many instances require a 
bank certifying a check to agree to pay it in the form in which it 
is presented for certification; whether a bank may effectively con- 
dition its certification by use of language over and above the words 
“payable as originally drawn” is none too clear. 


§ 7.21. Alteration after certification. Where a check is raised 
in amount after it is certified the bank is not liable even to a bona 
fide holder. Under both the Code and N.I.L., such an alteration 
would avoid the instrument, but a holder in due course might en- 
force it according to its original tenor." 

Under the N.I.L., a bank which pays a check as altered after 
certification is entitled to recover its payment as one made under a 
mistake of fact if the person receiving payment has not changed 
his position in reliance on payment.}** 





128. See Clarke, Bailey & Young, 
Bank Deposits and Collections under 
The Uniform Commercial Code p. 
139. 


129. Banks under the Code may 
see fit to certify “payable as orig- 
inally drawn” notwithstanding U. C. 
C. §§3-417 (1) (c) (iii) and 4-207 
(1) (ce) (iii), supra note 118. Such 
a condition, while apparently not re- 
instating the warranty of no ma- 
terial alteration against a holder in 
due course, might be regarded as 
modifying the engagement to pay re- 
ferred to in U. C. C. §3-413 (1). 
Thus if a bank certifies “payable as 
originally drawn” and the alteration 
is discovered before the check is 


paid, the bank may refuse payment 
or pay only the amount for which the 
check was originally drawn. 

The requirement of proper indorse- 
ment as a condition for certification 
might perhaps insulate a certifying 
bank from liability to a good faith 
taker for value, where the name of 
the payee is altered prior to certifica- 
tion. 

130. See note 118 supra. 

131. U. C. C. §3-407 (3) and N. 
I. L. §124. See also Ozark Savings 
Bank v. Bank of Bradleyville (Mo. 
App., 1918) 204 S. W. 570, 35 B. L. 
J.. 701. 

132. National Bank of Commerce 
v. National Mechanics Banking As- 
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A bank may, however, be guilty of such negligence, in connec- 
tion with a transaction of this kind, as to render it liable on the 
check. In a New York case the defendant bank, after having certi- 
fied a check, was notified by the drawer to stop payment, and a 
memorandum of this instruction was entered in the register along 
with the record of certification. Later the check, after having been 
altered, was transferred to the plaintiffs and they presented it to 
the defendant's paying teller and inquired if the certification was 
good. Without referring to the register the teller answered affirma- 
tively. In an action to recover the amount of the check as raised, 
it was held that the evidence was sufficient to justify a finding of 
negligence on the part of the defendant bank, in failing to disclose 
to the plaintiffs the facts within its knowledge and to authorize a 
recovery.}*8 

In a Louisiana case, where the drawer of a check for $41 had it 
certified by his bank and then raised the amount to $4150 by filling 
in additional words in a space which he had left for that purpose 
in the body of the check, it was held that the drawee bank was liable 
to a bona fide holder of the check because of its negligence in fail- 
ing to fill in the space between the words “forty one” and “dollars,” 
and thus certifying a check which invited alteration.'** 

The Code changes the rule of prior law permitting a certifying 
bank which pays a check raised after certification to recover the 
excess payment. In effect the Code provides that a holder in due 
course does not warrant absence of material alteration to the ac- 
ceptor of a draft with respect to an alteration made after the accept- 
ance.1*5 A bank certifying a check should keep a record of the 
payee, amount, date etc. of the check as certified and should be able 
to detect a material alteration made after acceptance. If the bank 
nevertheless pays the check in altered form to a holder in due course 
acting in good faith the equities of the bank are inferior to those 
of the holder in due course.1** 


§ 7.22. Retention of check as certification. The Negotiable In- 
struments Law allows a drawee twenty-four hours after presentment 
to decide whether or not he will accept a bill of exchange."** The 


soc. (1873) 55 N. Y. 211, 14 Am. 
Rep. 232, 1 B. L. J. 206. 

133. Clews v. Bank of New York 
(1889) 114 N. Y. 70, 20 N. E. 852, 
1B. L. j. 96 

134. Helwege v. Hibernia 
Bank (1876) 28 La. Ann. 520. 


Nat. 


135. U. C. C. §§3-417 (1) (c) 
(iv) and 4-207 (1) (c) (iv). 


136. Clarke, Bailey & Young supra 
note 128, p. 187. See also U. C. C. 
§3-417 Comment 5. 


137. N. I. L. §1386. 
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N.LL. then states that where a drawee refuses within twenty-four 
hours after delivery or within such period as the holder may allow, 
to return the bill accepted or non-accepted to the holder, he will be 
deemed to have accepted the same.1** 

A number of courts have held that the above N.I.L. provisions 
have the effect of providing that if a drawee bank to which a check 
is delivered for payment retains it over twenty-four hours without 
either paying it or returning it, the bank is liable to the holder as an 
“acceptor” of the check.1*® There have been some contrary hold- 
ings too.1*° 

It is believed that courts holding that acceptance has taken place 
by reason of retention (where no question of intended certification 
is involved) have given a pragmatic construction to the N.I.L. to 
achieve the result of requiring a drawee bank to pay or return a 
check with reasonable promptness. 


Whether retention constitutes acceptance is a matter on which 
courts have disagreed. In addition, decisions of some courts hold- 
ing that acceptance took place have been overturned by statutory 
variations to the N.I.L. provision referred to above.’*! The enact- 


ment of deferred posting statutes may also modify the effect of some 


prior decisions.'*” 


138. N. I. L. §137. A number of 
states have variations of this provi- 
sion. See note 141 infra. 


139. The leading case is Wisner 
v. First Nat. Bank (1908) 200 Pa. 21, 
68 Atl. 955, 25 B. L. J. 689, 657. 
See also Mt. Vernon Nat. Bank v. 
Canby State Bank (1929) 129 Or. 
36, 276 Pac. 262, 63 A. L. R. 1133, 
46 B. L. J. 560; General Finance 
Corp. v. Central Bank & Trust Co. 
(C. A., Fla., 1959) 264 Fed. (2d) 
869, 76 B. L. J. 1029. 

See annotation “Construction and 
effect of provisions of Negotiable In- 
struments Law regarding destruction 
of or refusal to return bill as an ac- 
ceptance”, 63 A. L. R. 1138. 

See also B. L. J. Digest §§11 and 
260. 


140. See Fidelity & Deposit Co. v. 
Idaho Bank & Trust Co. (D. C., Ida- 


ho, 1959) 173 F. Supp. 70, 76 B. L. 
J. 808; Urwiller v. Platte Valley State 
Bank (1957) 164 Neb. 630, 83 N. W. 
(2d) 88, 74 B. L. J. 1062. 


141. N. I. L. $137. Statutory va- 
riations which apparently modify the 
rule as applicable to checks exist in 
Idaho, Kansas, Missouri and Wiscon- 
sin, while N. I. L. §137 is omitted 
entirely in Illinois. The N. I. L. pro- 
vision is directly modified by deferred 
posting laws in some states and would 
be affected by deferred posting pro- 
visions of all states with respect to 
the time allowed for retention of 
checks sent by a collecting bank to 
a drawee bank. 

For statutory variations see 5 Uni- 
form Laws Anno. §137. 


142. Most deferred posting laws 
require a bank receiving a check 
drawn upon itself forwarded by an- 
other bank to remit to the forwarding 
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The Code rejects the concept that retention for an unreasonable 


period constitutes acceptance or certification. 


It provides, in effect, 


that a bank retaining a check drawn on it beyond prescribed time 
limits is responsible for the amount of the check and, further, that 


final payment has taken place.'** 


In addition, the Code provides 


that an instrument is converted when a drawee to whom it is de- 
livered for acceptance refuses to return it on demand or when a 
drawee to whom it is delivered for payment refuses on demand 
either to pay or to return it.1** 


bank on the day of receipt. The 
bank then has additional time, usual- 
ly another business day, to pay or 
return the check itself. Some form 
of deferred posting law is in effect 
in every state. U. C. C. §4-301 is 
the Code version of deferred posting. 

A bank which remitted for checks 
on the day of receipt may not return 
the checks and revoke its payment 
four days later. First Nat. Bank of 
Elwood v. Universal C. I. T. Corp. 
(Ind. App., 1960) 170 N. E. (2d) 
238. 


For discussion of deferred posting, 
see Chapter 10. 

For a discussion of the material 
covered here, see Sherman, “Uniform 
Commercial Code: Drawee’s Wrong- 
ful Detention of a Check”, 22 Pa. Bar 
Ass’n. Quarterly 317, 60 B. L. J. 181. 


143. This is the cumulative effect 
of U. C. C. §§4-213 (1), 4-301, 4-302 
and 4-303. See also §3-506. 


144. U. C. C. §3-419 (1) (a) and 
(b). 





BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 


Bank Not Liable for Violation of Florida 
Securities Act 


The puchaser of a participating interest in a Florida land 
venture brought suit against Bank of Miami Beach and others 
claiming that he had been defrauded in connection with the 
sale to him of unregistered securities. The Florida Securities 
Act authorizes rescission of the contract of sale at the election of 
the purchaser where sales are made in violation of the Act; it 
makes the seller as well as any agent of the seller who personally 
participated liable for the purchase price. 


The court held that the bank was not the agent of the seller 
within the meaning of the Act even though the bank was aware 
that in advertising material prepared by the seller prospective 
purchasers were asked to send their checks made payable to 
the bank and even though the bank was willing to become a 
depository of the funds. 


Nor was the bank liable for fraud; the benefits incidental to 
the receipt of deposits are not such, the court held, as make the 
bank a party to the fraud. In this connection the court stated: 


“Banking is an occupation not without its hazards, but we do not 
think it is exposed to the risk of having guaranteed the veracity or 
integrity of a customer whose funds it is willing to receive where 
it has done no more than to permit itself to be held out as a de- 
positary.” 


Information given to the bank that the seller had been con- 
victed of an offense was not knowledge that he was diverting 
NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 390. 


400 





— SS rt Ss fe oes lO 


Ss OW Se @ 


—_ 
~ 


i=] 


SALE OF SECURITIES 401 


trust funds nor was the bank put on inquiry to determine 
whether the seller was breaching a trust by knowledge of the 
past conviction. Sorenson v. Mac Elrod, United States Court of 
Appeals, Fifth Circuit, 286 F.2d 72. The opinion of the court 
follows: 


JONES, C.J.—The appellant, John P. Sorenson, brought a suit against 
Mac Elrod and others, including the appellee, Bank of Miami Beach. The 
case was tried without a jury. There is no dispute as to the evidentiary 
facts and the defendants offered no testimony. Elrod, under the name of 
Elrod Associates, sent to Sorenson, who had answered an advertise- 
ment, a folder offering to sell some sort of an interest called “points of 
participation” in a venture involving lands which were represented, or 
rather misrepresented, to be “clear,” “dry,” “choice,” “carefully se- 
lected” and “sound investments.” The folder priced the offering at $250 
a point and directed checks in payment “to be drawn to the order of 
Bank of Miami Beach, account of Project #10320” and sent to Elrod. 
Sorenson sent to Elrod a check for $500 as a deposit on the purchase 
of twenty of the points. The check was payable to the Bank in the 
manner specified in the folder. It was indorsed “Deposit only, Bank of 
Miami Beach, Trust Account.” Soon afterward, Sorenson sent a check 
for the balance of $4,500, payable as the other had been and bearing a 


>» «« 


notation “Balance due on 20 points of project #10230.” This check was 
endorsed “For deposit only, Mac Elrod Associates Project 10320 ac- 
count”. 


Between the time that the $500 check was cleared through the Bank 
and the time the second check was received by it, the president and 
a vice president of the Bank received a call from Lynn Shaw, an in- 
vestigator of the Florida Real Estate Commission, who informed the 
officers that Elrod’s operations were under investigation. Shaw showed 
them a copy of the Elrod folder and inquired about their connection 
with it. The vice president said the Bank would have the statements 
referring to the Bank removed from the folders. Shaw did not direct 
the Bank to discontinue accepting deposits for Elrod’s account and did 
not believe he had authority to give such directions. On a second visit 
to the Bank, Shaw informed the Bank’s vice president that Elrod had 
been convicted of some offense in connection with a housing project. 
Sorenson, in his complaint, sought the recovery of the sums he had paid, 
with interest and attorneys’ fees, asserting that there had been sold to 
him securities which were neither registered nor exempt from registra- 
tion under the Federal Securities Act of 1933, 15 U.S.CA. § 77a et 
seq., and the Florida Securities Act, Fla.Stat.Ann. Ch. 517. Sorenson 
repudiated his purchase and tendered to the defendants the participa- 
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tion certificate which had been issued to him. Elrod had withdrawn the 
funds from the bank account. 

The claim of Sorenson is based upon the statutory right created by 
the Florida Act which gives the purchaser at sales made in violation of 
the Act the right to recover the purchase price upon making a tender 
of the securities.1_ Since no actual loss to Sorenson was proved or found, 
no common law right of recovery was established. It was contended 
that the defendants incurred statutory liability as principals, agents, 
participants, or conspirators, the first claim charging each of the de- 
fendants with the responsibility of the illegal sales as principals, agents, 
or participants; the second claim making the same charge and praying 
an equitable lien on the land involved; the third claim charging a civil 
conspiracy; and the fourth claim charging fraud and deceit. The dis- 
trict court held that Sorenson was entitled to recover from all of the 
defendants except the Bank and was entitled to an equitable lien on the 
land. As to the Bank, the court held that Sorenson had failed to make 
out a case on any of his claims against it. The court’s judgment pro- 
vided that Sorenson take nothing against the Bank and that it go hence 
without day. From this part of the judgment Sorenson has appealed. 


Sorenson first asserts that the Bank was an “agent” of Elrod, and as 
such, “personally participated,” within the meaning of the statute, in 
making the sale to him. If it be assumed, and we think that it may, 
although it is denied, that the Bank was aware that Elrod’s prospective 
purchasers were being asked to send their checks made payable to the 
Bank, this is not enough to establish an agency. Nor does the willing- 
ness of a bank to become the depository of funds amount to a personal 
participation or an aid in making a sale. The Supreme Court of Florida 
has held that the statutory language, “personally participated or aided 
in any way in making such sale,” “implies some activity in inducing the 
purchaser to invest.” Nichols v. Yandre, 151 Fla. 87, 9 So.2d 157, 160, 
144 A.L.R. 1851. See Robinton & Sowards, Florida Securities Act: A 
Re-Examination, 12 U. of Miami L.R. 1. The permission of the Bank, 
whether express or tacit, to the use of its name was not the taking of an 
active part in influencing the appellant to purchase. 

This action is based upon the statute and is for the recovery of the 
price upon a redelivery or tender of the securities. No other cause of 
action was asserted either by pleading or upon the trial. Since the 
cause of action arising under the statute was not established, we might 


1 “Every sale made in violation of any of the provisions of this chapter shall be 
voidable at the election of the purchaser; and the person making such sale and every 
director, officer or agent of or for the seller, if the director, officer or agent shall have 
personally participated or aided in any way in making the sale, shall be jointly and 
severally liable to the purchaser in an action at law in any court of competent juris- 
diction upon tender of the securities sold or of the contract made, for the full 
amount paid by such purchaser, with interest, together with all taxable court costs 
and reasonable attorney’s fees; ...” Fla. Stat.Ann. § 517.21. 
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stop here. But since other matters were so strongly urged by the appel- 
lant, they will be discussed. 

The second claim asserting a lien upon land is not involved on this 
appeal. The third claim is that there was a conspiracy to violate the 
Federal and State Acts. There is no evidence of a conspiracy to which 
the Bank was a party and the court has so found. 

The fourth claim is on fraud and deceit in the offering and in the 
sale, and is based upon false and fraudulent representation as to the 
land which Elrod was syndicating into his point participation scheme. 
The judgment against Elrod may establish as a fact the charge that false 
and fraudulent representations were made to and were relied upon by 
Sorenson. But these representations were not made by the Bank and 
it received no benefit from them. The benefits incidental to the receipt 
of deposits are not such, in this case, as make the Bank a party to the 
fraud. Banking is an occupation not without its hazards, but we do not 
think it is exposed to the risk of having guaranteed the veracity or in- 
tegrity of a customer whose funds it is willing to receive where it has 
done no more than to permit itself to be held out as a depositary. This 
is particularly so where, as here, it is not shown that at the time of the 
designation it had knowledge or was put on notice of the fraud of its 
depositor. The rule as to liability for fraud has been thus stated: 


“One who, by fraudulent representation, induces another to act 
to his damage is liable for the damage suffered; but a person cannot 
be held liable for a fraudulent misrepresentation unless he made 
it himself or authorized another to make it for him or in some way 
participated therein, and this is true even though he had knowl- 
edge of the fraud perpetrated.” $87 C.J.S. Fraud § 61, p. 346. 
See Lansburgh v. Parker, 41 App.D.C. 549, certiorari denied 234 
U.S. 758, 34 S.Ct. 676, 58 L.Ed. 1579; 238 U.S. 619, 35 S.Ct. 601, 
59 L.Ed. 1492. 


We find nothing to take the case before us out of the rule stated. 

The inclusion of the words “Trust Account” on the indorsement of 
the $500 check does not, either standing alone or considered with the 
other facts, impose a liability of the Bank to Sorenson. Whether Elrod 
was actually a fiduciary with respect to the funds represented by the 
check indorsed “Trust Account” need not be decided. It is a general 
rule that a bank is not only permitted to pay the checks drawn by a 
trustee on his bank account but is under a duty to do so unless the 
bank has knowledge that the trustee is converting or diverting trust 
funds, or is possessed of information putting it on inquiry. As has been 
said by this court, 


“Integrity and good faith are exacted, but the transactions of 





404 THE BANKING LAW JOURNAL 


banks should not be clogged and hampered by unreasonable bur- 
dens of supervision over the activities of its depositors. If the 
bank does not participate in the fraud with knowledge that a 
breach of trust is intended, or does not know of suspicious cir- 
cumstances which render the bank guilty of bad faith in failing to 
inquire further, the bank is not liable for honoring a fiduciary’s 
check payable to himself.” American Surety Co. of New York v. 
Waggoner National Bank, 5 Cir., 1936, 83 F.2d 99, 102. See Bank 
of Giles County v. Fidelity & Deposit Co. of Maryland, 4 Cir., 
1936, 84 F.2d 321; 9 C.J.S. Banks and Banking § 338, p. 680. 


Nothing is shown by the record before us to take this case out from the 
operation of the general rule. 

The information given to the Bank’s officers by Lynn Shaw, the in- 
vestigator of the Florida Real Estate Commission, that Elrod had been 
convicted of an offense and subsequently paroled in connection with a 
housing project, was not knowledge that Elrod was converting or divert- 
ing trust funds nor was it thereby put on inquiry that Elrod might be 
breaching a trust. Information as to the conviction of Elrod of a crim- 
inal offense at some time in his past did not justify an inference that his 
Florida promotion in 1956 and 1957 was fraudulent. However, since 
fraud on the part of the Bank was neither pleaded, as is required,? nor 
proved, this aspect of the case need not be considered further. 

No error appearing, the judgment of the district court is 

Affirmed. 


2 Rule 9(b) Fed.Rules Civ.Proc., 28 U.S.C.A. 





FIRSTAMERICA ANTI-TRUST SUIT DISMISSED 


The federal district court in San Francisco has dismissed 
the anti-trust suit against Firstamerica Corporation. The Justice 
Department informed the court that the holding company had 
complied with an agreement reached on September 27, 1960 to 
limit the merger of the First Western Bank and Trust Company, 
San Francisco and the California Bank, Los Angeles. The limited 
consolidation became effective on February 27th and resulted 
in the California Bank’s 70 offices and 50 of the First Western’s 
offices becoming the United California Bank and the remaining 
65 offices becoming the new First Western Bank. 
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To Bar Recovery From Bank of Deposit Negligence 
of Payee Must Induce Acceptance of Forged 
Indorsement 


An employee of the payee-corporation forged the corpora- 
tion’s endorsement on certain checks. In an action brought by 
the payee-corporation against the bank of deposit to recover the 
proceeds of those checks which were accepted by the bank of 
deposit and credited to the individual account of the employee, 
the United States Court of Appeals for the Fourth Circuit has 
affirmed a District Court judgment for the payee against the 
bank. 

The Court characterized the manner in which the payee ran 
its business as markedly lax, careless and unbusinesslike, and 
it seems that more careful supervision would have prevented the 
forgeries. The Court stated that the obligation to determine 
whether an endorsement has been forged is primarily that of 
the bank of deposit and that negligence on the part of payee 
will not bar its recovery unless the payee’s conduct constituted 
a representation to the bank that the dishonest employee had 
authority to endorse the checks in the manner in which they 
were indorsed and to deposit them in his personal account. 
R. Mars, The Contract Co. v. Massanutten Bank of Strasburg, 
United States Court of Appeals, Fourth Circuit, 285 F.2d 158. 
The opinion of the court follows: 


BOREMAN, C. J.—This action was instituted by R. Mars, The Con- 
tract Company, hereafter called “Company,” the payee of certain checks, 
against Massanutten Bank of Strasburg, hereafter called “Bank,” to re- 
cover the proceeds of those checks which were accepted by the Bank 
for deposit and credited to the individual account of one Spiggle, an 
employee of the Company, upon Spiggle’s forged endorsement. A trial 
was held without a jury before the United States District Court for the 
Western District of Virginia which held that negligence arising from 
the alleged lax business conduct of the Company, forger’s employer, 
would not afford the Bank a valid defense for acceptance of the fraudu- 
lent endorsements, and entered judgment in favor of the Company. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 581. 
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Under the facts as found we perceive no error. A brief recital of the 
facts and references to applicable authorities follow. 

In January 1958, the Company employed one Spiggle as its accounts 
receivable bookkeeper. The Company’s collections, by cash or check, 
were delivered to the cashier's desk located at the Company switch- 
board. When they arrived, the cashier would prepare a “posting re- 
ceipt” for each payment so the amount could be credited to the individu- 
al customer account. Spiggle’s responsibility upon the preparation of 
this receipt was to post the credit to the proper account. In addition 
to the individual accounts receivable, Spiggle was in charge of the over- 
all accounts receivable control ledger, and it was his duty to periodically 
balance the sum of the individual accounts with the control account. In 
March 1958, the posting of the accounts receivable was not current and 
to facilitate the credit of payments to the accounts all checks were given 
directly to Spiggle for notation of payment on the individual ledger 
cards, the actual posting to the account to be completed whenever the 
workload would permit. At various times during the day Spiggle as- 
sumed the duties of relief cashier and switchboard operator, at which 
times he had direct access to all checks received at the cashier’s desk 
and to all incoming mail. 

In May 1958, Spiggle initiated a series of thefts of checks payable 
to the Company, accomplished in the following manner: When a check 
was delivered by the cashier to Spiggle for notation of payment on the 
ledger card, he would destroy the “posting receipt” and retain the check 
in his possession; he would then alter the over-all accounts receivable 
control ledger to cover the theft; the check would then be endorsed by 
means of a rubber stamp bearing the words “R. Mars, The Contract 
Company”; thereunder, but over his own signature, Spiggle would write 
“For Deposit only, Massanutten Bank of Strasburg”; the stolen checks 
would then be forwarded along with his regular weekly pay check of 
$62 to the Bank which, in turn, collected the proceeds of the checks 
from the drawee banks and credited Spiggle’s account with the total 
deposit. Between May 1, 1958, and August 15, 1958, Spiggle had, in this 
manner, fraudulently endorsed and appropriated customers’ checks pay- 
able to Company in the aggregate amount of $11,668.93. 


On June 4, 1958, the executive vice-president of the Bank wrote 
Spiggle at his residence address, acknowledging receipt of the first of 
the fradulently endorsed checks and requesting a letter, to be signed 
by a proper Company officer, authorizing such endorsements. On June 
7, Spiggle composed and typed a reply letter of authorization on Com- 
pany stationary and forged the signature of Robert Mars, the Company 
president, thereto. Neither Mr. Mars nor the Company, through any 
officer, had any konwledge of the Bank’s letter of June 4 or of Spiggle’s 
fradulent reply of June 7. Upon receipt of the forged authorization, 
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the Bank’s executive vice-president dictated to his stenographer a letter 
of acknowledgment which was directed to Robert Mars at the Com- 
pany’s business address. The stenographer mailed this letter, along with 
a copy addressed to Spiggle, by first-class mail, in an envelope bearing 
the return address of the Bank. Both Robert Mars and the Company’s 
comptroller testified they had never received or seen the original of 
this letter and it was not in the Company files. It was shown that the 
letter was not returned in the mails to the Bank. 

At the trial the Bank raised the defenses of (1) authorization to ac- 
cept such endorsements granted by the Company letter of June 7; (2) 
estoppel, predicated on the Bank’s June 10 letter acknowledging receipt 
of the June 7 letter; and (3) laxity of supervision of employees by Com- 
pany, constituting the proximate cause of its loss. The first of these de- 
fenses was abandoned when it was shown that the June 7 letter was it- 
self forged by Spiggle and the second was of no avail when the Court 
found as a fact that the June 10 letter had not been received by the Com- 
pany addressee. The Court held the third defense to be insufficient to 
bar the plaintiffs recovery, stating: 


“It must be said that the testimony shows a marked degree of 
laxity in the conduct of the business office of the plaintiff, par- 
ticularly in the handling of payments on receivable accounts. All 
incoming mail was delivered to the office in an unlocked pouch 
and was apparently accessible to a number of the employees, in- 
cluding Spiggle. The posting of amounts received on the payment 
of accounts was carelessly handled; balances on the accounts were 
run rarely and at irregular intervals and their accuracy was not 
verified by any responsible officials. However, no matter how 
careless these practices may be considered when judged by the 
standards of a well conducted business, none of them had any 
immediate connection with the forgeries committed by Spiggle. 
The general rule is that the laxity of an employer in supervision 
of the performance of his duties by an employee does not af- 
ford a defense to a bank which has accepted checks on an en- 
dorsement forged by the employee. See Hamlin’s Wizard Oil 
Co. v. U.S. Express Co., 265 Ill. 156, 106 N.E. 623; California 
Stucco Co. v. Marine Nat. Bank [148 Wash. 341], 268 Pac. 891; 
67 A.L.R. 1531.” 


The basic liability of a bank with respect to the acceptance of checks 
for deposit bearing an endorsement of the payee forged by his employee 
has been well stated in California Stucco Co. v. Marine Nat. Bank, 1928, 
148 Wash. 341, 268 P. 891, 892, 67 A.L.R. 1531, wherein the court stated: 


“Here the indorsement was made by one having no authority 
under any conditions to indorse the checks belonging to the cor- 
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poration. The bank stands in the same position with regard to 
the indorsements as the stores where the checks were first cashed. 
The parties cashing them had no right to assume that because 
Culpepper [the forger-employee] was employed by the Califor- 
nia Stucco Company he also had authority to indorse and cash its 
checks. If mere employment furnishes apparent authority to in- 
dorse checks, then no business would be safe. 

“The observation of the New York Court of Appeals in Stand- 
ard Steam Speciality Co. v. Corn Exchange Bank, 220 N.Y. 478, 
116 N.E. 386, L.R.A.1918B, 575, is especially illuminating. In 
that case it appeared that a bookkeeper whose powers were limit- 
ed to placing a rubber stamp indorsement on the back of checks 
belonging to the corporation and depositing them took several 
checks, indorsed them in her own handwriting, cashed them with 
third parties, and kept the proceeds. ... The bank collected the 
checks from the drawers. Neither the parties who first cashed the 
checks nor the bank had any notice of the fact that the indorse- 
ments were without authority or were made for the bookkeeper’s 
personal benefit. Said the court: “Any person taking checks made 
payable to a corporation which can only act by its agents, does so 
at his peril, and must abide by the consequences if the agent who 
indorses the same is without authority, unless the corporation is 


negligent . . . or is otherwise precluded by its conduct from setting 
up such lack of authority in the agent’... .” See Annotation 1930, 
67 A.L.R. 1535. 


When an instrument is offered for negotiation or deposit, the primary 
obligation to determine whether there is a forged endorsement there- 
fore rests on the bank, and hence negligence of the payee effective to bar 
recovery must be such as directly and proximately affects the conduct 
of the bank, contributing to and inducing its acceptance of the forged 
endorsement itself. Hensley-Johnson Motors v. Citizens Nat. Bank, 
1954, 122 Cal.App.2d 22, 264 P.2d 978. 

In the instant case, there were no dealings directly between the 
Company and the Bank. The Company did nothing which would con- 
stitute a representation to the Bank that Spiggle was authorized to en- 
dorse checks in the manner in which they were endorsed and to deposit 
them to his personal account. As stated in Californa Stucco Co. v. 
Marine Nat. Bank, supra, “If mere employment furnishes apparent au- 
thority to indorse checks, then no business would be safe.” The unbusi- 
nesslike conduct of the Company’s affairs and the lack of careful super- 
vision of its employees were factors too remote from the Bank’s ac- 
ceptance of forged endorsements to be the proximate cause of loss re- 
sulting from such endorsements. 

Affirmed. 
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Bank Held to be Bona Fide Purchaser of Stock 
Pledged by Known Ex-Convict 


Continental Thrift, a banking corporation, loaned money 
to Fuller who pledged 32,000 shares of Twinlock, Inc. with the 
bank to secure the loan. At the time the loan was made the 
bank knew that Fuller had a criminal record; fearing that it 
might be subject to censure by the California banking depart- 
ment for making a loan to an ex-convict, the bank, after ascer- 
taining from Twinlock’s stock list that Fuller was the owner of 
the stock, loaned the money to a nominee of Fuller. Continental 
foreclosed its pledge but Twinlock refused to acknowledge Con- 
tinental’s ownership of the shares claiming that the shares had 
been illegally issued without consideration and that the bank 
was not a bona fide purchaser of the shares. 


The court held that the bank’s knowledge of Fuller's criminal 
record and the deceit it practiced in utilizing the name of a 
nominal borrower did not deprive it of the protection of the 
Uniform Stock Transfer Act and did not put it on notice that 
there might have been some infirmity in the issuance of the 
shares to Fuller. Moreover, the court stated, the bank’s status 
as a bona fide holder of the shares is to be determined at the 
time of the loan, and at that time no challenge had been made 
as to the validity of the issuance of the shares to Fuller. Twin- 
lock, Inc. v. Continental Thrift, Supreme Court of Deleware, 167 
A.2d 735. The opinion of the court follows: 


SOUTHERLAND, C. J.—Continental Thrift, a banking corporation 
of the State of California, filed suit to compel Twinlock, Inc., a Delaware 
corporation, to issue to it a certificate evidencing Continental's owner- 
ship of 32,000 shares of Twinlock’s stock. These shares had been pledg- 
ed with Continental by James G. Fuller in October 1957 as security for 
a loan to him of $41,000 by Continental. In August 1958 Continental 
acquired the stock by foreclosure of the pledge. Continental forwarded 
the certificates to Twinlock and demanded the issuance to it of a cer- 
tificate evidencing its ownership. Twinlock refused and Continental 
brought suit. Twinlock contended that the shares had been illegally 


NOTE-For similar decisions sce B. L. J. Digest (Fifth Edition) § 1273. 
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issued by it without consideration, and denied that Continental was a 
bona fide purchaser for value without notice of the infirmity in the 
shares. 

The case was heard by the Chancellor on oral testimony and deposi- 
tions. He found as a fact that Continental had discharged its burdens of 
proving that it was a bona fide purchaser without notice. Twinlock 
appeals. 

The facts concerning the making of the loan, established by the rec- 
ord and found by the Chancellor, are as follows: 


Continental was a banking institution of the State of California. At 
the times here pertinent Joseph Blau was its president and Russell Knapp 
its secretary-treasurer and attorney. 

A few weeks before the loan was made James G. Fuller was intro- 
duced to Blau. Fuller wanted money. He immediately told Blau that 
he had a criminal record. Blau gathered that Fuller had been a “five 
percenter”, although in fact Fuller was a “confidence man” who had 
served a long jail term for mail fraud. 


Fuller wanted two loans, one for his personal expenses and another 
to enable him to buy Twinlock stock. Blau approved a loan of $41,000 
for the expenses, to be secured by the 32,000 shares of Twinlock already 
referred to. He also approved another loan of $159,000, but this credit 
was made conditionally, and was in fact not used. 


Blau examined Twinlock’s financial statement, and obtained informa- 
tion about its business prospects. He then referred the matter of the 
$41,000 loan to Knapp, who attended to the preparation of the necessary 
papers. Knapp obtained from Twinlock a stockholders’ list and verified 
the fact that the holders of the certificates (Fuller and one Gordon) were 
registered owners. 

The loan was then made. The nominal borrower was Alice Morgan, 
Fuller’s wife, with Fuller’s endorsement. The proceeds were deposited 
to her credit. Blau adopted this course because he feared a loan made 
direct to Fuller, an ex-convict, might be criticized by the California 
banking department. 

The loan was granted, Knapp testified, in reliance upon the collateral 
and upon the applicable provisions of the Uniform Stock Transfer Act, 
which he found to be in force in Delaware. 8 Del.C. § 181, § 185, and 
§ 187. 

Neither Blau nor Knapp had any knowledge of any illegality in the 
issuance of the pledged shares. 

But for the fact of Fuller’s criminal record, the foregoing facts would 
abundantly sustain a finding that the pledgee was a bona fide purchaser 
for value and entitled to the protection of the Uniform Stock Transfer 
Act. Indeed, reliance on the certificates alone, absent any suspicious 
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circumstances, would have been justified. This rule was applied even - 
before the passage of the uniform act. Delaware-New Jersey Ferry Co. 
v. Leeds, 1936, 21 Del.Ch. 279, 186 A. 918. 

But the fact of Fuller’s criminal record would normally suggest some 
caution in making the loan. Blau characterized him as “brilliantly ir- 
responsible”. In the instant case Knapp obtained proof of Fuller’s own- 
ership by checking Twinlock’s stock list. Unless it is the law that any 
bank lending money to a person with a criminal record does so at its 
peril, the steps taken by Continental’s officers would seem sufficient to 
protect it. 

Twinlock advances two contentions opposed to this conclusion. 

First, it appears to argue that Blau’s knowledge of Fuller's record 
and the deceit practiced in making Alice Morgan, the nominal borrower 
are sufficient in themselves to deprive Continental of the protection of 
the statute. 

As indicated above, we do not agree. In any particular case the 
question whether the lending bank is put on notice of an infirmity in 
the title of its pledgor is, as the Chancellor said, a question of fact. The 
only notice here relied on is the fact of Fuller’s conviction. This fact 
was wholly unrelated to the alleged invalidity of the shares. 

Twinlock cites a number of cases sustaining findings denying to pur- 
chasers or pledgees the status of bona fide purchasers for value. We 
have examined them but they do not support Twinlock’s contention. In 
every case there were circumstances tending to show either actual 
knowledge of defective title in the pledgor, or of suspicious circum- 
stances attending the transaction itself. They are not apposite. 

Second, Twinlock appears to argue that the fact of Fuller’s criminal 
record was sufficient to put Continental on notice that there might well 
be some infirmity in the issuance of the shares to Fuller, and hence that 
further inquiry concerning the validity of the shares should have been 
made. Twinlock invokes the principle that under some circumstances a 
bank on notice of irregularity in the collateral tendered by its borrowers 
may be bound by all the facts which a proper inquiry would have dis- 
closed. See 8 Am.Jur., “Bills and Notes,” §§ 388-389; cf. Mason v. Pub- 
lic National Bank & Trust Co, 262 App.Div. 249, 28 N.Y.S.2d 416, 421- 
429. 

On its face this argument is of doubtful soundness. As already noted, 
the fact of Fuller’s criminal record does not of itself suggest that there 
was any infirmity in the issuance of the shares. His title as registered 
owner had been confirmed by Twinlock. 

But let us assume, as the Chancellor did, that Continental was 
charged with knowledge of any facts concerning the issuance of the 
stock that further inquiry would have disclosed. What could Blau have 
learned? 
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Twinlock contends that the stock was issued without consideration 
and that the shares were canceled by resolution of Twinlock’s board of 
directors in September 1958. 

The facts are these: 

In early 1956 Fuller began negotiations with three men, Agron, Clif- 
ford, and Frank, concerning the purchase or refinancing of several of 
their companies. One of these companies was Twinlock, Incorporated, a 
California corporation (not the defendant here). It was formed to 
produce a “terminal strip” used in connection with the Nike missile. 
This device was covered by a patent application owned by Agron, Clif- 
ford, and Frank. Fuller negotiated an agreement with them whereby 
the patent application was to be sold to Unaco, Inc. (for which Fuller 
was acting) for $1,250,000 payable largely out of production profits. A 
down payment of $40,000 was required, and an additional $180,000 was 
to be raised by the sale of stock of Twinlock of California. Fuller ob- 
tained from LaGrange & Co., a New York stock exchange firm, a commit- 
ment to sell the shares. Twinlock of Delaware was organized to ac- 
quire Twinlock of California, the patent application and the LaGrange 
contract. A purchase agreement was drafted. As contemplated by that 
agreement Fuller organized a board of seven directors. 

The first meeting of the board of directors of Twinlock of Delaware 
was held November 9, 1956. The minutes recite that Unaco had ob- 
tained an option to purchase the invention covered by the patent appli- 
cation. A copy of the draft agreement of purchase was submitted to 
the board. The minutes then state: 


“The assignment of said agreement (as may be modified) is 
offered to Twinlock of Delaware in exchange for 90,000 shares of 
its Class B. stock, together with the commitment from LaGrange 
& Company, copy of which is annexed to these minutes and made 
a part hereof.” 


The minutes, after reciting the formation of Twinlock of California, 
further provide that Unaco shall deliver to Twinlock of Delaware all 
of the shares of stock of Twinlock of Californa. 

The officers of the corporation were duly authorized to issue the 
90,000 shares of stock. The 32,000 shares subsequently pledged by 
Fuller with Continental were a part of the 90,000 shares so authorized. 

These minutes, though perhaps not expertly drawn, are regular on 
their face. The consideration for the issuance of the stock is specifically 
stated. Further inquiry by Blau, therefore, concerning the circumstances 
of the issuance of the shares would have disclosed nothing indicating in- 
validity. Twinlock says that the recited consideration for the shares 
was illusory, and was subsequently shown to be no consideration at all. 
It says that later Twinlock’s directors determined that Fuller had no 
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option; that the purchase agreement was not signed until November * 
30th; that LaGrange defaulted on its agreement; and that in September 
1958 Twinlock’s board canceled the 90,000 shares issued at the Septem- 
ber 1956 meeting. 


Continental challenges these assertions and asserts that the shares 
were validly issued. We do not reach this question, because it is abun- 
dantly clear that at the time Continental made the loan no challenge 
to the validity of Fuller’s shares had been made, although more than a 
year had elapsed since their issuance. It is elementary that the status of 
Continental as a bona fide purchaser for value is to be determined as of 
the time the loan was made. How the subsequent knowledge and action 
of the Twinlock directors can affect Continental’s status in October 1957 
we are unable to see. 


We think Twinlock’s position devoid of any merit. 


One further comment must be made. Twinlock’s brief is interspersed 
with charges attacking the integrity of Blau and Knapp. Thus it is said 
that Blau was intending to enrich himself through Fuller’s intended ac- 
quisition of Twinlock; that Knapp was Fuller's attorney; that subse- 
quently Knapp, in executing on behalf of Essex (Twinlock’s parent 
corporation ) a loan agreement with Fuller involving 47,000 shares (in- 
cluding the 32,000 already pledged), erroneously recited the 32,000 
shares as unencumbered; and that the $41,000 transaction was not a loan 
at all. (What it was, if not a loan, is not explained. ) 

All of these charges are either assertions unsupported by the evidence 
or concern matters on their face wholly immaterial. 

The Chancellor’s finding of fact that Twinlock was a bona fide pur- 
chaser for value is amply sustained by the evidence. It will not be dis- 
turbed here. 

The judgment of the Court of Chancery is affirmed. 


PUBLIC FUNDS IN OHIO 
MUST BE DEPOSITED IN BANKS 


The Attorney General of Ohio has ruled recently that public 
funds must be deposited in banks and trust companies and not 
elsewhere. His ruling was requested when it was found that 
a court clerk had deposited $170,000 of filing fees from civil 
court cases in various local savings and loan associations. This, 
according to the Attorney General's ruling, was not in accord- 
ance with Ohio law. 
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Right of Savings and Loan Association to 
Challenge Grant of Charter to Another 
Association Upheld 


A group of savings and loan associations operating under 
charters granted by the State of Texas brought an action to set 
aside the action of the State Banking Commission in granting a 
franchise to do business to American Savings and Loan Associa- 
tion alleging that the action of the Commission was wholly un- 
justified and contrary to law. The trial court and an inter- 
mediate appellate court dismissed the suit. 


The Supreme Court of Texas reversed and remanded the 
case for trial holding that savings and loan associations are quasi- 
public institutions and, as such, are entitled to be protected 
against unlawful competition. Their franchises are vested 
property rights, the court stated, and when a vested property 
right has been adversely affected by the action of an administra- 
tive body, there is an inherent right of appeal from the ad- 
ministrative order even though the applicable statute provides 
none. Brazosport Savings and Loan Association v. American 
Savings and Loan Association, Supreme Court of Texas, 342 
S.W.2d 747. The opinion of the court follows: 


HAMILTON, J.—This suit was filed by petitioners seeking injunctive 
and declaratory judgment relief against respondents as a result of pro- 
ceedings before, and the action of, the State Banking Commissioner, in 
granting a charter, franchise and certificate to do business to American 
Savings and Loan Association. Specifically, petitioners sought to set 
aside the articles of incorporation, enjoin the incorporators from doing 
business under the charter, and in the alternative sought a declaratory 
judgment to the effect that the Commissioner lacked authority to issue 
a charter because of his noncompliance with the statutory provisions set 
forth in Article 88la-2, Vernon’s Ann.Civ.St. 

The trial court construed this suit as a collateral attack upon the val- 
idity of the charter, and at a pretrial hearing without the introduction of 
evidence, sustained respondents’ pleas in abatement dismissing the suit 
as to all parties defendant for lack of jurisdiction to hear and determine 





NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1358.2. 
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the cause. On the appeal the trial court’s action was affirmed by the’ 
Austin Court of Civil Appeals, one of the justices dissenting, in an opin- 
ion which held that petitioners had no standing to maintain a suit for 
injunction or declaratory judgment. 326 S.W.2d 567. 

For purposes of brevity, Brazosport Savings and Loan Association, 
Fort Bend Federal Savings and Loan Association and Gulf Coast Sav- 
ings and Loan Association are referred to individually or collectively 
as petitioners. Mr. J. M. Falkner, the State Banking Commissioner, is 
referred to as the Commissioner. The private respondents are referred 
to individually or collectively as American. 

Petitioners in this case are savings and loan associations operating 
under charters, franchises and certificates to do business issued by the 
State Banking Commission pursuant to Article 88la, V.A.C.S. Through 
their application for writ of error they have presented to this court for 
determination the question of whether or not such validly operating 
savings and loan associations have any right to judicial protection and 
relief from allegedly unlawful or illegal competition of an association 
which has been chartered, franchised and certificated in violation of 
statutory requirements. 

The rules and regulations for building and loan associations, as set 
forth in Article 88la-2, V.A.C.S., require that applications and articles 
be accompanied by certain data, properly verified and sufficiently de- 
tailed and comprehensive, to enable the Commissioner to pass upon a 
proposed charter. By the same article the Commissioner is charged 
with the duty of determining the character and fitness of the incorpora- 
tors, and ascertaining “whether the public convenience and advantage 
will be promoted by allowing such proposed building and loan asso- 
ciation to be incorporated and engaged in business, and whether the 
population in the neighborhood of such place and in the surrounding 
country affords a reasonable promise of adequate support for the pro- 
posed building and loan association.” 

Many irregularities regarding the proceedings conducted by the 
Commissioner and the subsequent granting of authority to American to 
do business were alleged by petitioners. These allegations may be sum- 
marized as follows (see Court of Civil Appeals opinion and dissent, 326 
S.W.2d 567, at page 573, for verbatim statement of pleadings). 

Petitioners allege that they are lawfully engaged in the savings and 
loan business in the territory concerned, are ready, willing and able to 
serve all public needs, convenience and advantage, their businesses 
being affected by public use and interest, conducted for public welfare 
and benefit, and that their franchises constitute valuable property 
rights worth many thousands of dollars. Further, that respondents 
American made application to serve the same area, in competition with 
petitioners, and filed their application contrary to the form and provi- 
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sions set forth in departmental rule 2.1 and improperly acknowledged 
in violation of the requirements of Article 881a-29, V.A.C.S.; that a public 
hearing was called at which American defaulted, failing to furnish the 
verified data required by rule 2.1, failed to submit substantial evidence 
from which the Commissioner could make the determination required 
by said rule and article 88la-2, V.A.C.S., and failed to meet and satisfy 
the proof required by law as to the several elements governing grant of 
a charter, franchise and certificate to do business; that the Commissioner 
nevertheless approved American’s application, contrary to law and his 
rules and contrary also to the credible evidence, which is that the public 
convenience and advantage will not be promoted by the grant to Ameri- 
can—in fact, that during the past twelve months the Commissioner has 
issued franchises to three new associations for Brazoria County, being 
wholly unjustified action, never elsewhere practiced, and the grant to 
American was made at a time when neither he nor anyone else could 
make a fair appraisal of public interests or evaluation of public con- 
venience and advantage as regards American. 


Further, that although the rules and regulations require the Com- 
missioner to consider probability of insurance of accounts, independent 
quarters with ground floor location, full time, qualified management 
and adequate capital and support by the population, no evidence was 
presented on these matters sufficient to justify the Commissioner's action 
in making the grant and issuing the certificate to do business. Petitioners 
pleaded that the population does not and cannot afford a reasonable 
promise of adequate support, and that in no other comparable area is 
the population already served by so many associations, mortgage and 
fiscal concerns; that the credible evidence is the existing associations 
fully serve the area, need the business, and the grant to American will 
not only harm them, but will injure the public; that the Commissioner's 
action was taken without regard to public welfare, and was without 
support in substantial evidence; that he acted arbitrarily and capri- 
ciously, and in violation of law. 

While the merits of this case are not before the court, the facts set 
forth in the allegations above must be taken as true in disposing of the 
cause. We need only concern ourselves here with the right of peti- 
tioners, if such right exists, to challenge the Commissioner’s actions. 


The object and business of savings and loan associations are matters 
of public utility. Although they are privately owned, they operate in 
the field of public interest like banks, insurance companies, and rail- 
roads, and are properly to be considered as quasi-public institutions. 
State ex rel. Wagner v. Farm Home Savings & Loan Association, 338 Mo. 
313, 90 S.W.2d 93; Klein v. Jefferson County Bldg. & Loan Ass’n, 239 
Ala. 460, 195 So. 593; 835 Words and Phrases, pocket part; Prudential 
Building & Loan Ass’n v. Shaw, Tex.Com.App., 119 Tex. 228, 26 S.W.2d 
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168, 171. They are financial institutions of major importance to the’ 
credit system of the state, and in recognition of their public character 
such institutions are exempted from the corporate franchise tax in Texas. 
Acts 1959, 56th Leg., 83d C.S., Ch. 1, Art. 12.08, V.A.T.S. Tax-Gen. art. 
12.03. 

Respondents contend that savings and loan associations are mere 
private corporations and that this action constitutes an attempt to restrict 
or restrain lawful competition. If respondent's contentions were correct, 
the rule that ordinary private businesses are not properly entitled to re- 
ceive protection against competition might be applicable here. 43 Amer. 
Jur., p. 585. Such is not the case, however, for savings and loan associa- 
tions are quasi-public in nature, and we do not view petitioners’ claim 
as a right to operate free of competition, but rather as a right to operate 
free of unlawful competition, created in violation of law. 

Savings and loan associations, for the privilege of operating within 
the state, may be subjected to reasonable regulations and control. As 
stated in 9 American Jurisprudence, Building and Loan Associations, 
Sec. 8, at p. 102: 


“In view of their quasi-public character, the state may, under 
its police power, subject them to a degree of supervision and regu- 
lation which would be unnecessary and unreasonable in the case 
of purely private corporations.” 


If savings and loan associations were merely corporations engaging 
in private business, unaffected by the public interest, the state could 
not lawfully require a showing of public necessity or convenience. New 
State Ice Co. v. Liebman, 285 U.S. 262, 52 S.Ct. 371, 76 L.Ed. 747. A 
necessary corollary to this requirement and the regulation and control 
exercised by the state is freedom from illegal or unlawful competition. 
Such competition would be indirectly, if not directly, inimical to the 
public welfare. 

The majority opinion of the Court of Civil Appeals states that the 
petitioners have no vested property right in the charter and certificate 
granted by the Commissioner to American. We are unable to determine 
that they claim such a right. The rights which are asserted and which 
petitioners seek to protect are in their own corporate beings and in the 
vested property rights in their own franchises. Franchises have long 
been considered as property in Texas. City of Wichita Falls v. Kemp 
Hotel Operating Co., Tex.Civ.App., 162 S.W.2d 150, 153, affirmed 141 
Tex. 90, 170 S.W.2d 217; 19 Tex.Jur., p. 876. Franchises have also been 
described as vested rights. Laidlaw Bros., Inc. v. Marrs, 114 Tex. 561, 
273 S.W. 789. See also 23 American Jurisprudence, Sec. 5, p. 717. 


“In character and nature a franchise is essentially in all! re- 
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spects property, and is governed by the same rules as to its enjoy- 
ment and protection and is regarded by the law precisely as other 
property. Invasion of a franchise is an invasion of a property 
right. The holder has such an interest as entitled him to defend 
any invasion, whether by a public body or an individual. * * *” 
19 Tex.Jur., Franchises, Sec. 3 at p. 876. 


A franchise on which money has been expended assumes the char- 
acter of a vested right. 12 Tex.Jur. 2d, Constitutional Law, Sec. 116, p. 
464; Corpus Christi Gas Co. v. City of Corpus Christi, Tex.Civ.App., 
283 S.W. 281, error refused. 

When a vested property right has been adversely affected by the 
action of an administrative body so as to invoke the protection of due 
process, an inherent right of appeal is recognized. City of Amarillo v. 
Hancock, 150 Tex. 231, 239 S.W.2d 788. 

Article 88la, V.A.C.S., is silent with regard to an appeal from an ac- 
tion of the Commissioner in the granting of a charter and franchise. 
The fact that the statute fails to afford petitioner an appeal or judicial 
review has been held to be immaterial, for there are instances where 
courts must assume jurisdiction. Such jurisdiction is required in order 
that the administrative body may function where, without the right of 
appeal, the courts would have been forced to strike down the statute. 
City of Amarillo v. Hancock, supra. This court has often approved the 
holding in English Freight Co. v. Knox, Tex.Civ.App., 180 S.W.2d 633, 
640, error refused: 


“Such right of appeal will be implied, or arises under the 
constitutional guaranties of due process of law, if the matter is one 
so protected.” 


We believe that the question of judicial review now before us is con- 
trolled by the decision in the case of Board of Insurance Commissioners 
et al. v. Title Insurance Association of Texas et al., 153 Tex. 574, 272 
S.W.2d 95, 97. There it was argued that Article 1.19 of the Insurance 
Code, V.A.T.S., prevented anyone but the Board from challenging the 
right of its licensee to carry on the business of title insurance. This court, 
in recognition of the rights of competitors to challenge the illegal opera- 
tion, said: 


“® ® * We cannot ascribe to the Legislature the intention to 
provide by that Article that an order entered by the Board can be 
attacked for invalidity only by the Board itself. Such construc- 
tion of the Article would, to say the least, render it of doubtful 
validity. 


“There is no provision in the statute for an appeal * * * but 
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the right of proper parties to subject such an order to judicial re- 
view must be implied. The property rights of parties cannot be 
determined by orders of an administrative agency, without a right 
of judicial review of such orders. * * * 

“It is argued that respondents have no right to prevent com- 
petition in their business. That would be a correct proposition 
in the transaction of ordinary business enterprises if the competi- 
tion is not illegal, but, as well stated in the opinion of the Court of 
Civil Appeals (264 S.W.2d 182): 

“*The business of title insurance is one affected by public use, 
is of public interest and is subject to reasonable legislative con- 
trol. Daniel v. Tyrell & Garth Inv. Co., 127 Tex. 218, 93 S.W. 2d 
mere 


Frost v. Corporation Commission, 278 U.S. 515, 49 S.Ct. 285, 73 L.Ed. 
483, was heavily relied upon by this court in the Title Insurance case, 
and was recognized by the Court of Civil Appeals as “a close analogy”. 
264 S.W.2d 129, at page 182. There, plaintiff was the holder of a public 
necessity permit to operaie a gin, having obtained such upon proper 
showing of “necessity”. The state commission granted a permit to plain- 
tiff's competitor without regard to public necessity. Plaintiff sued to 
enjoin such an illegal operation and got his relief. The court said of 
plaintiff's rights: 


“,.. the right to operate a gin . . . as provided by the Ok- 
lahoma statute, is not a mere license, but a franchise, granted by 
the state in consideration of the performance of a public service, 
and as such it constitutes a property right within the protection 
of the Fourteenth Amendment. 

“Appellant, having complied with all the provisions of the 
statute, acquired a right . . . by valid grant.... While the right 
thus acquired does not preclude the state from making similar 
valid grants to others, it is, nevertheless, exclusive against any 
person attempting to operate a gin without obtaining a permit or, 
what amounts to the same thing, against one who attempts to do 
so under a void permit, in either of which events the owner may 
resort to a court of equity... . 
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“The purpose of the clause in respect of equal protection of 
the laws is to rest the rights of all persons upon the same rule 
under similar circumstances... . 

“... That the immunity thus granted to the corporation is 
one which bears injuriously against the individual does not admit 


of doubt, since by multiplying plants without regard to necessity 
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the effect well may be to deprive him of business which he would 
otherwise obtain if the substantive provision of the statute were 
enforced. . . .” [278 U.S. 515, 49 S.Ct. 237]. 


Many decisions support the propositions stated by this court and by the 
Supreme Court of the United States in these two cases. 

In accordance with prior decisions of this and other courts with 
which we agree, we believe that petitioners possess a valuable and vest- 
ed property right in their franchises. Petitioners’ allegations of fact 
that this right has been infringed upon by the action of the Commis- 
sioner must be taken as true in view of the procedural status of the case. 
Therefore, we hold that petitioners are entitled to an opportunity to 
prove their allegations that the Commissioner's action was illegal or 
without support in substantial evidence, and to appropriate relief if 
this be proved. Such an opportunity. is afforded to petitioners by the 
due process clauses of the Constitution of this state and of the United 
States. Vernon’s Ann.St.Const. Art. I, § 19; U.S.C.A. Const. Amend. 14. 

The judgments of the district court and Court of Civil Appeals dis- 
missing the cause for lack of jurisdiction are reversed and the cause is 
remanded for trial on the merits. 

STEAKLEY, J., not sitting. 





WISCONSIN BANKS TO APPEAL 
SAVINGS AND LOAN “DEPOSIT RULE” 


It has been announced by the Wisconsin Bankers Associa- 
tion and several Wisconsin banks that they have appealed to 
the United States Court of Appeals the decision of the Federal 
District Court relating to the 1949 regulations of the Federal 
Home Loan Bank Board. The regulations, according to the 
WBA and the banks, permit savings and loan associations to 
accept deposits and such action is clearly prohibited by the 
1933 federal statute. The appeal points out that, “When the 
District Court determined that savings and loans were accepting 
deposits, the Court should have automatically concluded that 
savings and loan deposits were not share interests, and that a 
savings and loan depositor was not a shareholder.” 
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Corporation Liable to Bank on Debt Although 
Note Signed Only by Individual 


On several occasions the general manager of Eton Furniture 
Company, a corporation, borrowed money from a bank. On 
each occasion he gave only his personal note to the bank. The 
proceeds of the loan, however, were credited to the corporation's 
account and were used by the corporation for its own benefit. 
When the corporation’s account contained ample funds the bank 
appropriated them to pay off the loans with interest. Upon the 
corporation’s involuntary bankruptcy, the trustee commenced a 
summary proceeding against the bank claiming that it had used 
the corporation’s money to pay off the general manager's person- 
al indebtedness. 

Section 3-40(1) of the Uniform Commercial Code appli- 
cable in Pennsylvania provides that no person is liable on an 
instrument unless his signature appears thereon. Correctly 
recognizing that this section does not preclude liability on a 
debt merely because a person’s signature does not appear on a 
note, the court affirmed findings below that the general manag- 
er's notes were collateral security for the primary obligation of 
the corporation. In affirming the dismissal of the summary pro- 
ceeding against the bank, the court noted also that even if the 
general manager had no authority to incur debts on behalf of 
the corporation, the receipt and use of the money constituted 
ratification of his acts. In re Eton Furniture Company, United 
States Court of Appeals, Third Circuit, 286 F.2d 93. The 
opinion of the court follows: 


BIGGS, C.J.—The appeal at bar is from a judgment of the court be- 
low dated June 15, 1960, sustaining an order of a referee in bankruptcy 
dismissing the trustee-appellant’s petition for a turnover order against 
the Egypt-Schnecksville Bank (Bank), the appellee. 

Eton Furniture Company (Eton) was engaged in the manufacture 
of upholstered furniture in Allentown, Pennsylvania. Huntington was 
Eton’s general manager, who handled most of its business with the 
Bank. On several occasions he borrowed money from the Bank giving 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 371. 
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his individual note to the Bank, sometimes also pledging his automobile 
for security, and arranging for the proceeds to be credited to Eton’s 
account. These sums were used by Eton for its own benefit. When 
Eton’s deposits produced a balance deemed to be sufficiently ample the 
Bank appropriated Eton’s funds to pay off the loans with interest. 

On November 6, 1957, Eton was adjudged am involuntary bankrupt, 
and in due course a trustee was appointed. On March 30, 1959, the 
trustee filed a petition for a turnover order against the Bank alleging 
that the Bank had in its possession $6600 belonging to the bankrupt’s 
estate.' The trustee asserted that the loans negotiated by Huntington 
from the Bank, and for which he gave his personal notes to the Bank 
were loans to him and not to Eton. It was argued that Eton received the 
proceeds of the loans from Huntington and not from the Bank, and that 
therefore the satisfaction of the obligations from Eton’s account with the 
Bank constituted an unjustified appropriation of Eton’s funds by the Bank 
to pay the debts of another. 

On April 17, 1959, and May 26, 1959, hearings on the issues presented 
were held by the referee. Huntington testified that when Eton was 
short of funds and not in a position to borrow from the Bank he would 
procure a loan for Eton on the strength of his personal note, sometimes 
putting up his car as additional collateral. He stated that these loans 
were negotiated by him on behalf of Eton and that his notes which he 
gave to the Bank were collateral security for primary obligations of 
Eton. The referee treated Huntington’s testimony “as verity” and dis- 
missed the petition on the ground that “[T]he course of dealing between 
Huntington and the Bank renders it clear that each understood that 
when Huntington borrowed money and credited the proceeds to Eton’s 
account, Huntington was acting for the account of and in the interest of 
Eton, his principal.” 

The trustee filed a petition to review the order of the referee. The 
court below agreed in substance with the findings of the referee, saying 
that “[E]xcept for the signatures on the notes, everything in the evidence 
indicates that the primary obligation was to be that of the corporation 
rather than that of Huntington.” It entered judgment for the Bank. 
183 F.Supp. 554, 555. The appeal at bar followed. 

The single issue which this court must determine is whether Eton 
was indebted to the Bank in the amounts of the loans negotiated by 
Huntington, its general manager. The trustee makes two arguments 
which we must consider. First, relying on Section 3—401 (1) of the 
Uniform Commercial Code, applicable in Pennsylvania, 12A P.S. § 3— 


1 No objection was raised at any time to the summary jurisdiction assumed by the 
referee and this point, therefore, is foreclosed on appeal. See Section 2, sub. a(7) 
of the Bankruptcy Act, as amended, 11 U.S.C.A. § 11, sub. a(7) (1952). We treat 
the proceedings as if the parties had agreed, as in effect they have, that the issues be 
adjudicated in the summary proceeding. No issue as to jurisdiction is presented. 
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401 (1), he contends that since Huntington’s signature alone appears 
on the notes given by him to the Bank, Huntington alone can be held 
liable by the Bank for repayment of the loans. Second, he argues that 
Huntington was not authorized to borrow money for Eton and that 
therefore, regardluss of any understanding that may have existed be- 
tween Huntington and the Bank, Eton, not being bound, could not be 
liable for repayment of the loans. 

The trustee has not pointed to any persuasive reason why we should 
upset the findings of fact made by the referee and sustained in substance 
on review by the court below. Our review of the record, rendered 
scanty by the form of the proceedings which the trustee chose to initiate 
and in which the Bank acquiesced, amply supports the findings of the 
referee to the effect that Huntington’s testimony disclosed the true 
nature of the transactions in question. We, therefore, start with the 
premise that Huntington’s notes were intended to be collateral security, 
that all of the parties so understood the transaction, and that the money 
was in fact used by Eton for its own benefit. 

Section 3—401 (1) provides that “[N]o person is liable on an instru- 
ment unless his signature appears thereon.” On the basis of this pro- 
vision the trustee contends that Eton, not having signed the notes given 
to the Bank, cannot be held liable for repayment of the loans. This ar- 
gument finds no support in the words of the statute which provides 
merely that one who does not sign a note cannot be liable on the note. 
Contrary to the trustee’s argument, the provision quoted cannot be read 
to mean that no person is liable on a debt whose signature does not ap- 
pear on a note given as collateral security for that debt. Indeed, it has 
long been settled in Pennsylvania and elsewhere that the one to whom 
money is loaned or property advanced is liable for the debt regardless 
of the fact that his name may not appear on the security taken if that se- 
curity was regarded by the parties purely as collateral. That Section 
38—401 (1) was not intended to change this rule is demonstrated clearly 
by the comment to that section which states in pertinent part: “Nothing 
in this section is intended to prevent any liability arising apart from the 
instrument itself. The party who does not sign may still be liable on 
the original obligation for which the instrument was given, * * *”. 

The rule that a note given in a transaction is collateral security is not 
a bar to a suit on the primary obligation even though the primary obligor 
did not sign the note was enunciated clearly in In re Estate of Van 
Haagen Soap Mfg. Co., 1891, 141 Pa. 214, 21 A. 598, 599, 12 L.R.A. 223. 
The facts of that case are strikingly similar to those in the case at bar. 
In the Van Haagen case a bank claimed that a loan, for which the bank 
took the note of an individual, Van Haagen, had been actually a loan to 
the Soap Company. A person named Lambert also presented a claim 
based on a loan allegedly made to the Company for which he had taken 
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a note executed by another individual, Hunter. Both claims were ob- 
jected to on the grounds that the loans were made not to the company 
but to Van Haagen and Hunter, respectively. The claimants contended 
that the notes were taken merely as security and that the Company ac- 
tually incurred the debt. The Supreme Court of Pennsylvania deemed 
the controlling question in the case to be “whether the loan of the 
money in each case was in fact to the company, or to the parties on the 
note; that is to say, whether the notes were received as a consideration 
for the money or as a security merely.” The Supreme Court stated that 
“[A]s the giving of the note was in this case contemporaneous with the 
creation of the debt, the presumption, we think, was that the note was 
discounted, or that it was given as a consideration, and not as a security 
for the money. But, this is only a presumption of fact, and may be re- 
butted by showing the actual intent of the parties to have been other- 
wise.” The Court then held that the presumption was rebutted by tes- 
timony showing “that the loans were for the company’s use, that all the 
parties concerned so understood it, and that the money was in fact so 
applied.” The Van Haagen case was reaffirmed in principle in Gordon 
v. Anthracite Trust Co., 1934, 315 Pa. 1. 172 A. 114, 98 A.L.R. 1160. 
Other courts are in accord on substantially similar facts. See Kendrick 
State Bank v. First Nat. Bank of Portland, D.C.D.Or.1918, 206 F. 940; 
Stockyards State Bank v. Merchants’ State Bank, 1916, 97 Kan. 8, 154 
P. 240; Chemical Nat. Bank of Chicago v. City Bank, 1895, 156 Ill. 149, 
40 N.E. 328. 


In the present case, the evidence of Huntington, adopted “as verity” 
by the referee, similarly shows that the loans were for Eton’s use, that 
the Bank, Eton and Huntington understood this to be so, and that the 
money was in fact used by the Company for its own benefit. We hold 
that the finding of the referee and that of the court below that the debts 
were incurred by Eton is supported by the evidence and that their rul- 
ings are in accordance with the applicable law.’ 


The trustee’s contention that Huntington had no authority to incur 
debts on behalf of the corporation also is without merit. Even if it be 
assumed that Huntington did not have the authority to borrow money on 
behalf of Eton the actual receipt and use of the money by Eton con- 
stituted ratification of Huntington’s acts. See Hamaker v. Fulton Farm- 
ers’ Ass’n, 1921, 271 Pa. 465, 114 A. 627; Scouton v. Stony Brook Lumber 
Co., 1918, 261 Pa. 241, 104 A. 548, 7 A.L.R. 1433; Benedictine Society v. 


2 The trustee relies on Grange Nat. Bank of Lycoming County v. Conville, 1956, 
8 Pa.Dist. & Co.R.2d 616, in which the court held that a corporation was not liable 
on notes even if signed by its authorized representatives since the notes did not show 
that the signatures were made on behalf of the company. That case is not in point, 
however, since there was no showing that the notes were given merely as collateral 
security. Liability, therefore, depended wholly on the note and Section 3-401 was 
available to the company as a defense. 
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National City Bank of New York, 8 Cir., 1940 109 F.2d 679; Restatement, 
Agency 2d §§ 98, 99 (1958). See also Wood Co. v. McCutcheon, 1939, 
136 Pa.Super. 446, 7 A.2d 564; C. L. McClain Fuel Corp., etc. v. Line- 
inger, 1941, 341 Pa. 364, 19 A.2d 478. Huntington’s original lack of 
authority, therefore, cannot now be set up by the trustee as a defense to 
the Bank’s claim against Eton’s estate. 


The judgment of the court below will be affirmed. 


Mortgage on Shifting Stock of Goods Not 
Invalidated by Failure of Mortgagee to Enforce 
Provisions of Mortgage for Monthly Accounting 


In an action to obtain the appointment of a receiver of the 
property of the owner of a sporting goods store, a chattel mort- 
gagee intervened claiming a lien on the proceeds of the sale of 
the merchandise. The receiver claimed that the mortgage on 
the merchandise was invalid as to the general creditors because 
the mortgagee had failed to require a monthly accounting from 
the mortgagor as was provided for in the mortgage and also had 
permitted the mortgagor to draw upon the proceeds of the busi- 
ness for his personal living expenses. 


The mortgage provided that the mortgagor would pay to 
the mortgagee at least $250 per month from the proceeds of the 
sale of merchandise after deducting the expense of operating the 
business and of replenishing the merchandise and that the 
mortgagor would render an accounting to the mortgagee before 
the 10th of each month. The mortgagee never required a formal 
accounting and did not know what disposition the mortgagor 
was making of the proceeds of the business. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 876. 
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The court in reversing the trial court’s judgment that the 
mortgagee had lost his lien announced the general rule that a 
properly executed and recorded mortgage upon a shifting stock 
of goods is valid provided it sets forth the manner of handling 
the stock, with provisions for accounting and payment of the 
mortgage debt from the proceeds of sale, to the end that credi- 
tors can by an examination of the records discover the real terms 
and obligations of the mortgage. The court stated that it is not 
necessary that all the proceeds of sale be applied to the debt 
but emphasized that the agreed terms of payment must be set 
forth. Such a transaction may become fraudulent, the court 
added, if the mortgagee knowingly allows the mortgagor to ap- 
propriate to his own use funds which should have been applied 
to the mortgage. The court concluded that the mortgagee had 
done nothing to deceive creditors and that his failure to demand 
a monthly accounting had not injured them. United States 
Rubber Company v. Young, Supreme Court of Washington, 359 
P.2d 315. The opinion of the court follows: 


ROSELLINI, J.—This case is before the court on the findings of fact, 
no error having been assigned thereto. They show that the action was 
brought by the United States Rubber Company to obtain the appoint- 
ment of a receiver for Glen Young’s Sporthaus, a sporting-goods store in 
Yakima, Washington. The appellant, who held a chattel mortgage on 
the fixtures and the shifting stock of merchandise in that establishment, 
intervened, claiming a balance due of $8,943.17, plus interest, and asking 
foreclosure of the mortgage. 


The stock of goods and fixtures were sold and the proceeds were held 
by the receiver, pending the outcome of the action. 


It was conceded that the mortgage was valid in form and duly re- 
corded, and that it was entitled to priority insofar as the fixtures were 
concerned. But the receiver questioned the priority of the appellant’s 
claim upon the proceeds of the sale of the merchandise because he had 
failed to require a monthly accounting from the mortgagor and had per- 
mitted the latter to draw upon the proceeds of the business for his per- 
sonal living expenses, for which no provision had been made. 


The controlling provisions of the mortgage were contained in the 
following paragraph: 


“It is understood and agreed that until the total indebtedness 
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secured by this mortgage is fully paid and satisfied, said mortgagor 
shall pay unto said mortgagee a minimum amount of $250.00 per 
month from the proceeds of the sale of said goods, wares and 
merchandise remaining after deducting the necessary expenses of 
operating the business of the mortgagor and the purchase of new 
merchandise stock for cash, sufficient for the needs of said busi- 
ness, together with all amounts collected and accounts receivable, 
and for the above purpose a true and correct accounting shall 
be had between said mortgagor and mortgagee on or before the 
10th day of each and every month, during the life of this contract, 
of the proceeds of the said business for the preceding month. The 
mortgagor also agrees to at all times keep an inventory of mer- 
chandise for sale of an‘amount based upon his cost of at least Ten 
Thousand and No/100 Dollars ($10,000.00).” 


While the appellant was permitted to examine the books and knew 
generally the gross sales’ figures and cost of operation, he never required 
a formal accounting and did not know what disposition the mortgagor 
was making of the proceeds of the business. Large purchases of mer- 
chandise were made on credit, and the appellant voiced no objection 
to this. The inventory of merchandise complied with the requirements 
of the mortgage, being at all times in excess of $10,000.00. 


From these findings, the court concluded that the appellant had lost 
the lien of his mortgage on the merchandise and should share with the 
general creditors in the proceeds of such merchandise. Error is assigned 
to this conclusion. 


The apparent theory of the trial court was that the appellant’s failure 
to police the accounting rendered the mortgage fraudulent as to credi- 
tors. 


While this court has not always been consistent in its treatment of 
questions pertaining to shifting stocks of goods which remain in the 
possession of mortgagors to be disposed of in the usual course of trade 
(see Kerr, Chattel Mortgages on Shifting Stocks of Goods in Washing- 
ton, 11 Wash. L.Rev. 199), the following rule has been derived: In 
order to be valid, such a mortgage in itself should provide the manner of 
maintaining and handling the stock, with provisions for accounting, and 
payment of the mortgage debt from the proceeds of the sales, after 
allowing for the expenses of the business and of the keeping up or build- 
ing up thereof, to the end that creditors can, by an examination of the 
records, discover the real terms and obligations of the mortgage. Taho- 
ma Finance Co. v. Shannon, 138 Wash. 90, 244 P. 271. 


In other words, such a mortgage is not fraudulent in law if it is prop- 
erly executed and filed for record and contains the necessary terms. It 
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is not necessary that all the proceeds from sales should be applied on 
the debt, or even all of the net proceeds, but the agreed terms of pay- 
ment must be set forth. If notice is thus given to those who thereafter 
extend credit to the mortgagor, they cannot claim that the mere existence 
of the mortgage is fraudulent. 


It is true that the transaction may become fraudulent if the mortgagee 
knowingly permits the mortgagor to appropriate to his own use funds 
which should have been applied to the mortgage. But the mere fact 
that all of the funds which should be applied to the payment of the 
mortgage debt are not so applied, does not raise a presumption of fraud. 
This was the gist of our holding in Simpson v. Combes, 107 Wash. 575, 
182, P. 566. In re Cascade Fixture Co., 8 Wash.2d 263, 111 P.2d 991, 
and Wolfkill v. Johnson, 834 Wash.2d 759, 209 P.2d 775, are in accord. 
As we suggested in Simpson v. Combes, supra, if there were any evidence 
tending to show that there was an agreement to accept lesser payments 
than those provided in the mortgage, fraud might be found. There is 
no hint of such an agreement in this case. 


We are at a loss to see how the appellant’s failure to require a strict 
accounting from the mortgagor affected in any way the rights of the 
general creditors. They knew or should have known of the appellant's 
claim when they extended credit to the mortgagor; a simple inquiry 
would have revealed the mortgage balance. But the rendering of a 
monthly account, as between mortgagor and mortgagee, would neither 
decrease the mortgage debt nor apprise the general creditors of its status. 
The only way in which the appellant could enforce payment of his claim 
was to foreclose the mortgage. The brief of the respondent does not 
suggest how this would have benefited the general creditors. If the rule 
adopted by the trial court is the law, the result is that one who extends 
credit to a merchandiser and attempts to protect himself by a mortgage 
on a shifting stock of goods as security, even though he complies with the 
recording statutes, becomes an insurer of the mortgagor’s performance 
of the contract. Such a liability would render the security valueless. 


We think this court has set forth the correct rule in Wolfkill v. John- 
son, supra, wherein we held that such a mortgage is valid as against 
general creditors, in the absence of a showing of actual fraud. A mere 
failure to demand and enforce strict permormance is not fraud in itself. 
There is no finding in this case, and no evidence in the record, that the 
appellant was guilty of any intent to deceive, or of any act which did in 
fact deceive the general creditors. 


Paragraph three of the judgment is reversed and the cause remanded 
with instructions to reinstate the prior lien of the appellant. 


FINLEY, C. J., and HILL, WEAVER, and OTT, JJ., concur. 





IMMUNITY FROM TAXATION 429 


Promissory Notes of Federal Savings and Loan 
Association Issued to Federal Home Loan Bank 
Exempt From State Stamp Tax 


The Supreme Court of the United States has decided that 
the State of South Carolina has no power to require a Federal 
Savings and Loan Association to pay documentary stamp taxes 
on promissory notes issued by the Association in favor of a 
Federal Home Loan Bank. The Association borrowed money 
from a Federal Home Loan Bank for the purpose of making 
mortgage money available in the community it served and in 
turn it executed notes to the Bank covering the loans. South 
Carolina assessed against the Association documentary stamp 
taxes on the promissory notes issued by the Association at the 
rate of four cents on each $100. 


The Federal Home Loan Bank Act of 1932 provides in part 
that the Bank, “. . . its capital, reserves, and surplus, its ad- 
vances, and its income shall be exempt from all taxation now or 
hereafter imposed by the United States . . . or by any State.” 
Dismissing the argument that the provisions of the 1932 Act did 
not cover the taxes on the notes because they were imposed 
upon the borrowing Association rather than the lending Home 
Loan Bank, the court held that the immunity granted the “ad- 
vances, and its income shall be exempt from all taxation now or 
taxes on the promissory notes. The court also held that the ex- 
emption granted in the 1932 Act was not impliedly repealed 
by the Home Owners’ Loan Act of 1933. Laurens Federal 
Savings and Loan Association v. South Carolina Tax Commis- 
sion, Supreme Court of the United States, March 20, 1961. The 
opinion of the court follows: 


MR. JUSTICE BLACK delivered the opinion of the Court. 


The question presented is whether the State of South Carolina has 
power to require a Federal Savings and Loan Association located in 
that State to pay documentary stamp taxes on promissory notes executed 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1358.2. 
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by the Association in favor of a Federal Home Loan Bank to cover loans 
from the Bank to the Association. 

Petitioner is a Federal Savings and Loan Association organized under 
the Home Owners’ Loan Act of 1933' and doing business in Laurens, 
South Carolina. It is also a member, with borrowing privileges, of the 
Federal Home Loan Bank of Greensboro, North Carolina, which was 
established under the Federal Home Loan Bank Act of 1932.2 For the 
purpose of making mortgage money available in the community which it 
serves, petitioner Federal Savings and Loan Association has since Au- 
gust 12, 1953, secured “advances,” or loans from the Federal Home Loan 
Bank of Greensboro totalling $5,675,000, for which petitioner executed 
written promissory notes to the Bank as required by the 1932 Act. The 
State assessed against petitioner documentary stamp taxes on these notes 
of $2,270 under a state statute imposing a stamp tax on promissory notes 
at the rate of four cents on each $100.* Petitioner paid these taxes under 
protest and then brought the present action in the state court for refund 
of the payment,‘ claiming that the imposition of the taxes constituted an 
unlawful attempt by the State to tax the “advances” of the Federal 
Home Loan Bank of Greensboro, in violation of the provision of the 1932 
Act exempting such banks from state taxation. This provision states, in 
pertinent part: 


“The bank, including its franchise, its capital, reserves and 
surplus, its advances, and its income, shall be exempt from all 
taxation now or hereafter imposed by the United States . . . or by 
any State... .” 12 U.S.C. § 1433. (Emphasis suplied. ) 


The Supreme Court of South Carolina affirmed the judgment uphold- 
ing State’s taxing power, basing its affirmance on two grounds.® It was 
of the opinion, first, that the exemption provision of the 1932 Act, al- 
though completely exempting the loans of the Federal Home Loan Bank 
from state taxation, did not cover the stamp taxes on the promissory 
notes securing the loans because these taxes were imposed upon the bor- 
rowing Savings and Loan Association rather than upon the lending 
Home Loan Bank and for this reason should not be considered taxes on 
the Bank’s loans within the meaning of the 1932 provision. Secondly, the 
state court held that regardless of the original scope of the 1932 exemp- 
tion, that exemption was implicitly repealed as to transactions like this 
one by the taxation provision of the Home Owners’ Loan Act of 1933. 
We granted certiorari in order to determine whether the State has im- 
posed a tax forbidden by Congress.® 

148 Stat. 128, 12 U.S.C. §§ 1461-1468. 

247 Stat. 725, 12 U.S.C. §§ 1421-1449. 

3 Code of Laws of South Carolina, § 65-688 (1952). 

4 Such suits are authorized by Code of Laws of South Carolina, § 65-2662 (1952). 


5 236 S.C. 2, 112 S.E.2d 716. 
6 364 U.S. 812. 
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The first question is whether the immunity granted “advances” of 
the Federal Home Loan Bank by the 1982 Act is broad enough to bar 
state stamp taxes on this loan transaction. We decided a very similar 
question in Pittman vy. Home Owners’ Loan Corp., 308 U.S.21. There 
the State of Maryland imposed a stamp tax upon the recording of mort- 
gages at the rate of 10 cents for each $100 of the principal amount of 
the mortgage indebtedness. The Home Owners’ Loan Corporation 
sought to record a mortgage upon payment of the ordinary recording 
fee without payment of the additional state stamp tax. The mortgage 
had been issued to it as security for a loan which the Corporation had 
made under now defunct provisions of the Home Owners’ Loan Act of 
1933. Section 4 (c) of that Act provided that “[t]he Corporation, in- 
cluding . . . its loans” shall be exempt “from all taxation . . . now or here- 
after imposed . . . by any State” except for real estate taxes. We unani- 
mously affirmed the holding of the state court that this exemption pro- 
vision, practically identical in language and substance to the exemption 
in 12 U.S.C. § 1438, precluded application of the recording tax to mort- 
gages securing loans from the Corporation. 


The state court in the present case, although drawing no distinction 
between the terms “loans” and “advances,” nevertheless thought the 
Pittman decision inapplicable here because in that case the mortgage was 
presented for recording by the exempt lender itself (the Home Owners’ 
Loan Corporation ) while here the South Carolina tax was assessed against 
the borrowing petitioner association rather than against the exempt lender 
(the Home Loan Bank). We distinctly said in Pittman, however, that the 
fact that the state taxing statute did not require payment of the tax by the 
lender has “no determining significance,” our reason being that “ ‘whoever 
pays it it is a tax upon the mortgage and that is what is forbidden by the 
law of the United States.’”” We went on in Pittman to recognize that the 


real question was whether the “critical term . . . ‘loans’ . . . should be 
construed as covering the entire process of lending, the debts which 
result therefrom and the mortgage given . . . as security.”* The question 


here is the same as to the synonymous term “advances” and as to the 
promissory notes securing the advances, since the language of the exemp- 
tion is equally broad. The factors given weight in the Pittman opinion 
in deciding that the exemption covered the entire loan transaction are 


7308 U.S., at 31, citing Federal Land Bank v. Crosland, 261 U.S. 374, 378-379. 

8308 U.S., at 31. 

® The fact that the term used throughout the 1932 Act with reference to these 
transactions is “advances” rather than “loans” is not a significant distinction from 
Pittman but merely represents a congressional choice between synonyms, as was 
indicated by Senator Reed in introducing on the Senate floor the amendment which 
added the word “advances” to the exemption provision: 

“MR. REED. We should not, of course, put the loans of this new bank in the 
position of being taxable in the several States.” 75 Cong. Rec. 14659. (Emphasis 
supplied. ) 
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also present here. The Act under consideration there required that the 
loans “be secured by a duly recorded home mortgage” just as here the 
Act requires the advances to be secured by the note or obligation of the 
borrower. Here, as we said in Pittman, therefore, the documents sought 
to be taxed “were indispensable elements in the lending operations au- 
thorized by Congress” !° and were required for the protection of the 
lending institution. The tax in Pittman was “graded according to the 
amount of the loan”! and here too the face value of the notes is the 
measure of the tax. 


While the question of the breadth of the exemption of “advances” 
in the 1932 Act thus is persuasively answered by our reasoning in Pittman, 
the same conclusion is called for by the language and legislative history 
of that Act as a whole. It set up a system of federally chartered Home 
Loan Banks for the purpose, as stated in the House and Senate Com- 
mittee Reports, of placing “long-term funds in the hands of local institu- 
tions” in order to alleviate the pressing need of home owners for “low- 
cost long-term installment mortgage money” and to “decrease costs of 
mortgage money” with a “resulting benefit to home ownership in the 
form of lower costs and more liberal loans.” !* It is to this end that the 
Act authorizes the Federal Home Loan Banks to make “advances” of 
funds to eligible borrower institutions “upon the note or obligation” of 
the borrower secured primarily by mortgages on homes.!* The exemp- 
tion of these “advances” from taxation obviously is in keeping with the 
Act’s overall policy of making these mortgage funds available at low 
cost to home owners. Regardless of who pays the documentary stamp 
taxes here at issue, the necessary effect of the taxes is to increase the 
cost of obtaining the advances of funds from the Home Loan Bank to be 
used in making loans to home owners. In its impact, therefore, this tax, 
whether nominally imposed on the Bank or on the petitioner, is bound 
to increase the cost of loans to home owners and thus contravene the 
basic purpose of Congress in insulating these advances from state tax- 
ation. We hold that it was error to construe the exemption provision 
of the 1932 Act as not broad enough to bar imposition of the State’s 
stamp taxes on the notes which were an integral part of these loan 
transactions. 


This leaves for consideration the state court’s holding that, in instances 
where the borrower is a Federal Savings and Loan Association such 
as petitioner, the exemption conferred upon the entire loan transaction 
by the 1932 Act was impliedly repealed by the taxation provision in the 


10 308 U.S., at 32. 

11 308 U.S., at 31. 

12 H.R. Rep. No. 1418, 72d Cong., lst Sess., pp. 8-10; S. Rep. No. 837, 72d Cong., 
Ist Sess., pp. 9-11. 

1312 U.S.C. §§ 1429-1430b. 
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Home Owners’ Loan Act of 1933. The court based this holding upon the 
following language of the 1933 Act: 


“.. . [N]o State . . . or local taxing authority shall impose any tax 
on such associations or their franchise, capital, reserves, surplus, 
loans, or income greater than that imposed by such authority on 
other similar local mutual or cooperative thrift and home financ- 
ing institutions.” 12 U.S.C. § 1464 (h). 


This provision unequivocally bars discriminatory state taxation of the 
Federal Savings and Loan Associations. The state court held that this 
prohibition of discriminatory taxes also impliedly authorizes all non- 
discriminatory state taxes imposed on these Federal Associations, there- 
by to that extent repealing the 1932 exemption. We agree with pe- 
titioner, however, that in enacting § 1464 (h) in 1933 Congress did not, 
either expressly or impliedly, repeal the provision of the 1932 Act which 
had exempted these loan transactions from state taxation. Clearly 
there is no express language providing for such repeal, and it is sig- 
nificant that when other provisions of the 1932 Act were to be super- 
seded by the 1933 Act they were repealed expressly and not by implica- 
tion.'* It also would be difficult to think of less apt circumstances for 
the finding of an implied repeal. These two Acts, both designed to pro- 
vide home owners with easy credit at low cost, were passed within a 
year of each other on the basis of the same hearings and when read to- 
gether form a consistent scheme in which the 1932 exemption provision 
contributes to the major purpose of low-cost credit precisely as it did 
before passage of the 1933 Act. Nor is there even an intimation in the 
legislative history of the 1933 Act of any intention to reduce the scope 
of the exempt status of Home Loan Banks. Indeed, the only comment 
that would seem to have any bearing on the matter is the statement in 
the House and Senate Committee Reports that the 1933 Act was to pro- 
vide new means of “direct relief to home owners” without “otherwise 
disturb[ing] the functioning of the Federal home-loan bank system.” ** 
Moreover, a construction of the 1933 Act to permit state taxation of these 
loan transactions when the borrower is a Federal Savings and Loan 
Association would bring about an incongruous result. The States would 
still be barred by the exemption provision of the 1982 Act from taxing 
these transactions when the borrower is a state-chartered association.’ 


14 See 48 Stat. 129; H.R. Rep. No. 55, 73d Cong., 1st Sess., p. 1; S. Rep. No. 91, 
73d Cong., Ist Sess., p. 1. 

15 H. R. Rep. No. 55, 73d Cong., Ist Sess., p. 1, see S. Rep. No. 91, 73d Cong., 
Ist Sess., p. 1. 

16 The 1932 exemption of Home Loan Bank “advances” obviously does not in 
any way depend upon the fact that the borrower is a Federal Savings and Loan 
Association, as is made all the more evident by the fact that such Federal Associa- 
tions did not come into existence until passage of the 1933 Act. 
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To contend that the 1933 Act allows the State to tax Federal Associations 
on the loan transactions when it is barred by the 1932 Act from similarly 
taxing state-chartered associations is to urge the very kind of discrimina- 
tory taxation which the 1933 Act itself emphatically prohibits. And sure- 
ly it would be completely unwarranted to construe the 1933 Act, which 
concerns only Federal Savings and Loan Associations, as eliminating the 
exemption on Home Loan Bank “advances” when the borrower is a 
state-chartered institution. 

For all these reasons, the more sensible as well as the more natural 
conclusion is that in the 1933 Act Congress left unimpaired the ex- 
emption of these loan transactions from state taxation conferred by 
the 1932 Act. The judgment of the state court therefore is reversed and 
the cause remanded for proceedings not inconsistent with this opinion. 

Reversed and remanded. 





State and National Banks Have Standing to 
Contest Validity of Regulations Promulgated 
by Federal Home Loan Bank Board 


A bankers association, a group of state banks and a national 
bank brought an action against the Federal Home Loan Bank 
Board claiming that collectively they had the exclusive right to 
conduct a banking business in Wisconsin and that this right had 
been invaded by federal savings and loan associations which had 
illegally conducted a banking business in Wisconsin since the 
promulgation of certain regulations by the Board on March 7, 
1949. 

Two issues were tendered to the court. First, the court de- 
cided that since Wisconsin banks had the exclusive right to 
conduct a banking business in Wisconsin, they had standing 
to sue to protect this property right. Secondly, although the 
1949 regulations promulgated by the Board used the words “de- 
posits” and “savings accounts,” the court determined that the 
1949 regulations were valid. 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 1358.2. 
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The court noted that it did not have before it at this time the 
question whether the acceptance by federal savings and loan 
associations of “deposits” in “savings accounts” constituted en- 
gaging in the banking business. Wisconsin Bankers Association 
v. Robertson, United States District Court, District of Columbia, 
190 F.Supp. 90. The opinion of the court follows: 


TAMM, D.J.—The plaintiffs, consisting of an association of Wiscon- 
sin bankers, four individual state chartered banks and one national 
bank, by this action request the Court to declare that certain regulations 
promulgated on or about March 7, 1949 by the defendant Federal Home 
Loan Bank Board are illegal and unauthorized and that such regulations 
are without the authority of the Board, as the Board’s authority is de- 
fined in Sec. 1464, Title 12, United States Code Annotated. The de- 
fendants in answer seek to uphold the legality, authorization and author- 
ity of the regulations. 

During the course of the pre-trial proceedings held before the Pre- 
Trial Examiner of this Court, the parties agreed to submit to the Court 
for decision two fundamental issues of law which constitute the basis 
for this action with the stipulation that the Court’s ruling upon these 
points of law will determine the future course which the case will follow 
in the Court. The pre-trial stipulation provides at paragraph 15: 


“The parties stipulate and agree that the proceedings could be 
expedited and simplified by the Court first determining two legal 
issues identified as follows— 

“(a) The legality of the regulations (and charter provisions) 
promulgated and maintained by defendants as a Board since on 
or about March 7, 1949. 

“(b) The plaintiffs’ legal standing to sue upon the basis of the 
defendants stipulating for purpose of determining this question 
that the business of banking may be conducted in Wisconsin by 
only such organizations, including plaintiffs, as are chartered to 
operate as banks, and upon the assumption for the purpose of 
determining this question that the factual allegations of the com- 
plaint are true.” 


The Court has heard argument in open court upon each of the above 
questions, and counsel on both sides have filed with the Court briefs de- 
tailing their positions upon these questions. The Court will treat in 
this opinion the questions individually. 

1. The legality of the regulations (and charter provisions) promul- 
gated and maintained by defendants as a Board since on or about March 
7, 1949. 
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The defendant Board was created by Act of Congress known as the 
Home Owners’ Loan Act of 1938. Sec. 1464, Title 12, United States 
Code. The defendant Board is authorized and directed by its govern- 
ing regulation to provide rules and regulations for the operation of 
Federal savings and loan associations in the following language: 


“(a) In order to provide local mutual thrift institutions in 
which people may invest their funds, and in order to provide for 
the financing of homes, the Board is authorized, under such rules 
and regulations as it may prescribe, to provide for the organiza- 
tion, incorporation, examination, operation, and regulation of as- 
sociations to be known as ‘Federal Savings and Loan Associations,’ 
and to issue charters therefor, giving primary consideration to the 
best practices of local mutual thrift and home-financing institu- 
tions in the United States. 

“(b) Such associations shall raise their capital only in the 
form of payments on such shares as are authorized in their char- 
ter, which shares may be retired as is therein provided. No de- 
posits shall be accepted and no certificates of indebtedness shall 
be issued except for such borrowed money as may be authorized 
by regulations of the Board.” 


The plaintiffs allege that in accordance with the provisions of Title 
12, United States Code Annotated as cited above, the defendant Board 
did prescribe rules and regulations which were in accordance with the 
authorization of Congress until the enactment of the regulations of 
March 7, 1949. The plaintiffs claim that the 1949 regulations (published 
in the Federal Register, Volume 14, Number 47, March 11, 1949) are 
illegal in that they are not in accord with the enabling statute and that 
they are beyond the authority of the defendants to promulgate and 
maintain. Generally, the plaintiffs say that the amended regulations, 
particularly in using the word, “saving,” in the 1949 regulations, as dis- 
tinguished from the word, “share,” in the original regulations and through 
the subsequent definitions, have so changed the basic concept of opera- 
tions of the Federal savings and loan associations that they are now, in 
fact, in Wisconsin engaged in the banking business in violation of the 
plaintiffs’ exclusive right to engage in that business. More specifically, 
the plaintiffs charge that under the 1949 regulations, the defendants are 
permitting Federal savings and loan associations to accept “deposits” 
in “savings accounts” in violation of the Congressional mandate that the 
associations shall raise their capital only in the form of payments on 
shares. The plaintiffs allege other procedures now prevalent, they say, 
in the Federal savings and loan associations in Wisconsin which em- 
phasize the plaintiffs’ position that the defendants are permitting the 
Federal savings and loan associations to accept deposits in savings 
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accounts, thereby enabling them to actually engage in the banking 
business. 

The plaintiffs say, in summary form, the 1949 regulations are invalid 
in that: 

(1) the form of capital prescribed by law—shares as authorized, in 
the charter of each individual association—has been eliminated. 

(2) the capital raising activity prescribed by law—receipt of pay- 
ments on shares authorized—has been eliminated. 

(3) the word, “share,” as used in the statute to describe the form of 
capital prescribed for federal savings and loan associations has been 
deleted in the regulatory definitions prescribing capital under the 
amended regulations. 

The defendants, of course, deny these allegations. 


Exhibit No. 1 attached to the joint pre-trial statement is a summary 
comparison of the principal changes in regulations and charter provisions 
of the federal savings and loan associations effected by the Federal Home 
Loan Bank Board in 1949 as they are challenged by the plaintiffs; thus, 
the regulations discussed hereafter are part of the record before this 
Court. 

Sections 141.3 of the 1949 regulations defines the capital of a federal 
savings and loan association as the aggregate of the payments on savings 
accounts in a federal association plus earnings credited thereto less lawful 
deductions therefrom. The following Section, i.e., 141.4 defines savings 
account as the monetary interest of the holder thereof in the capital of 
a Federal association and consists of the withdrawal value of such in- 
terest. Of necessity, then, the capital of a federal savings and loan asso- 
ciation may only be raised through payments into so-called savings ac- 
counts plus earnings credited thereto. By placing funds in a savings 
account, the depositor contributes capital to the savings and loan associa- 
tion. In exchange, he acquires a share interest in the capital of the 
association equivalent to the withdrawal value of his interest. The legal 
relationship resulting from the creation of this interest is not, however, 
that of debtor and creditor. At all times, the depositor’s sole claim 
against the association is as a shareholder having a claim in the with- 
drawal value of his interest at the time of his withdrawal. It is obvious, 
then, that this relationship is legally distinct from that existing between 
a bank and its depositor in which the latter is to the amount of his de- 
posit a creditor of the former.1 The 1949 regulations provide that the 
depositor in the federal savings and loan association acquires only an 
ownership or share interest in the association’s capital measured by the 
amount paid into his savings account plus any earnings thereafter credit- 
ed to such acount. The distinction between the status of the savings 


ae Bank of Republic v. Millard, 10 Wall. 152, 77 U.S. 152, 19 L.Ed. 897; Scammon 


v. Kimball, 92 U.S. 362, 23 L.Ed. 483; Hardee v. George H. Price Co., 67 App.D.C. 
25, 89 F.2d 497. 
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and loan association depositor and the bank savings account depositor 
in the event of insolvency of an institution is obvious. Further em- 
phasis to this status is found in Section 143.3 of the regulations relating 
to the initial steps to be taken in forming an association in which there 
is specific provision that the subscriptions to the capital of the institution 
shall be paid into a “savings account.” ; 

The defendants in their trial brief point out another important dis- 
tinction between the status of a bank depositor and a depositor in a 
savings and loan association. A bank depositor does not in that status 
have any voice in the administrative operation of the bank but is in all 
respects a mere creditor. On the other hand, a depositor in a federal 
savings and loan association becomes a member of the association and is 
entitled to vote in determining managment policies. This fact again em- 
phasizes the status of the depositor as a shareholder. 

Reference is next made to Section 145.2 of the challenged regula- 
tions. This section provides that a federal savings and loan association 
“shall issue to each holder of its savings accounts an account book, or 
a separate certificate, evidencing the ownership of the account and the 
interest of the holder thereof in the capital of such federal association.” 
(Empasis supplied. ) 

Other sections of the regulations are quoted by the defendants as 
further substantiating their position in this case, but the Court believes that 
further enumeration of these provisions and their legal significance is un- 
necessary for the purpose of this opinion. The Court must look to ac- 
tualities rather than terminologies in this situation. The legal distinc- 
tions between the status of a depositor in a bank and a depositor in a 
federal savings and loan association are well defined. It is probable, as 
plaintiffs suggest, that many depositors in federal savings and loan asso- 
ciations do not recognize their legal status or the distinctions that exist 
between their savings accounts and a similar account in a state or na- 
tional bank. This lack of understanding, or lack of interest, has not 
however anything to do with the legality of the defendants’ regulations. 

There is nothing in the record to indicate that depositors in a federal 
savings and loan association are being misled. Their status is correctly 
defined in the regulations and in the account books or certificates which 
are issued to them. The fact that the word, “savings,” is used now where 
the word, “shares,” or “shareholders,” was used prior to 1949 has no sig- 
nificance in determining the legality of the action of the defendants. 
As a matter of fact, Congress has specifically provided that a federal as- 
sociation shall be called a “savings and loan association.” 

The observations which the Court has outlined to this point, while 
confined in the Court’s discussion to regulations, apply equally to the 
charter changes which are similarly the subject of plaintiffs’ complaint. 

The Court is of the opinion that the 1949 regulations of the Federal 
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Home Loan Bank Board here under attack are legal, authorized and 
enacted within the authority of the Board. 


The Court must point out that the question of whether the conduct 
of the federal savings and loan associations in accepting “deposits” in 
“savings accounts” constitutes “engaging in banking business” is not be- 
fore the Court for decision at this time. 


2. The plaintiffs’ legal standing to sue upon the basis of the de- 
fendants stipulating for purpose of determining this question that the 
business of banking may be conducted in Wisconsin by only such or- 
ganizations, including plaintiffs, as are chartered to operate as banks, 
and upon the assumption for the purpose of determining this question 
that the factual allegations of the complaint are true. 


The plaintiffs allege that they have an exclusive right to conduct a 
banking business within the State of Wisconsin and that this right has 
been invaded by federal savings and loan associations illegally con- 
ducting a banking business since promulgation of the regulations of 
March 7, 1949 by the Federal Home Loan Bank Board, to the loss and 
damage of the plaintiffs. In addition, the plaintiffs contend that the de- 
fendants as administrative officials have acted illegally, that the illegal 
acts are individual acts and not sovereign acts, that the defendants’ acts 
are ultra vires and therefore may be made the object of specific relief, 
since the defendants’ illegal acts have resulted in a tortious invasion of 
plaintiff's property right to exclusively conduct banking business in the 
State of Wisconsin. The plaintiffs, therefore, invoke the provisions of 
Sections 1331, 1891 and 2201 of Title 28, and Section 1009 of Title 5, 
United States Code (The Administrative Procedure Act). 


The defendants answer that they have not undertaken to regulate 
the plaintiffs in any way, have not ordered the plaintiffs to abandon any 
of their activities, nor have they subjected plaintiffs to any obligations 
or duties. Defendants say that the plaintiffs’ complaint is merely that 
they are suffering competition from federal savings and loan associations, 
that Congress has granted the plaintiffs no right to be free from such com- 
petition, and that the plaintiffs’ sole object is to eliminate a competition 
which they fear. The defendants deny that the plaintiffs have alleged 
any injury or threat to a particular right of their own and therefore chal- 
lenge the plaintiffs’ status to sue. 


Briefly stated, then, the defendants rely upon a substantial number of 
cases cited in the footnote below which set forth the established prin- 
ciple that in order to have status to sue, the plaintiffs must establish that 
some legal interest of theirs, personal to them and recognized by law, 
has been violated to their legal injury.2 The Court has carefully re- 


2 Alabama Power Co. v. Ickes, 302 U.S. 464, 58 S.Ct. 300, 82 L.Ed. 374; Ten- 
nessee Electric Power Co. v. T. V. A., 806 U.S. 118, 59 S.Ct. 366, 83 L.Ed. 548; 
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viewed the cited cases and finds in them no situation legally comparable 
to the status of these defendants. Collectively the plaintiffs by federal 
or state charters are empowered to conduct banking business in the 
State of Wisconsin. No other institutions are so empowered. The plain- 
tiffs’ charter, then, represents a property right which they are entitled by 
law to protect. As indicated, this status differentiates these plaintiffs 
from all of the plaintiffs in the enumerated cases. 

The defendants challenge the applicability of Section 10 of the Ad- 
ministrative Procedure Act, basically upon the contention that the plain- 
tiffs do not show a legal wrong because of agency action. As indicated, 
the Court believes that plaintiffs have legal rights for the protection of 
which they are entitled to seek judicial action and legal redress. The 
Court concludes, consequently, that the plaintiffs do have the necessary 
standing to maintain this suit. 

In summation, then, the Court is of the opinion (1) that the plaintiffs 
have legal capacity to maintain this action, but that (2) the regulations 
and charter changes promulgated by the defendants are within their 
statutory authority and are authorized and legal. The Court, accord- 
ingly, finds for the defendants upon the second point. 

Perkins v. Lukens Steel Co., 310 U.S. 113, 60 S.Ct. 869, 84 L.Ed. 1108; Benson v. 


Schofield, 98 U.S.App.D.C. 424, 236 F.2d 719; Kansas City Power & Light Co. v. 
McKay, 96 U.S.App.D.C. 278, 225 F.2d 924. 





PAYMENT OF SAVINGS DEPOSITS—REGULATION Q 


Regulation Q of the Federal Reserve Act permits a member 
bank to classify as “savings deposits” funds of individuals and 
certain corporations that are held by the bank, evidenced only 
by a written receipt or agreement, provided “withdrawals are 
permitted only through payment to the depositor himself but 
not to any other person.” A recent statement by the Federal 
Reserve Board indicates that the reason for this prohibition is to 
eliminate the agency privilege. Under this Regulation an agent 
of the depositor cannot make a withdrawal simply by presenting 
a written statement and thus the depositor cannot make use of 
the savings deposit as a checking account. Federal Reserve 
Bulletin, March 1961. 








BANKING BRIEFS 


Digest of current decisions and reports 


in the field of commercial banking 





Creditor Has Burden of Proving That Duly Scheduled Debt 
Not Excepted From Operation of Discharge in Bankruptcy 


National Finance Company of Utah v. Valdez, Supreme Court of Utah, 359 P.2d 9 


A discharge of a debt in bankruptcy is not an extinguishment of the 
debt but merely a bar to its enforcement by legal proceedings, and holder 
of note has burden of proving in suit on promissory note that debt was 
excepted from operation of discharge in bankruptcy. Question whether 
suit on debt is barred or is within an exception of Section 17 of the Bank- 
ruptcy Act is ordinarily left to the court in which the suit on the debt is 
brought. For similar decisions see B.L.J. Digest (Fifth Edition) § 831. 


Admission of Cashier Binding Upon Bank 
Dennehy v. Maycourt Realty Company, Supreme Court of Rhode Island, 167 A.2d 556 


Cashier’s agreements in all matters relating to routine of bank’s busi- 
ness bind the bank to the same extent as if they had been entered into 
by resolution of board of directors and admission of cashier that bank was 
liable on an account of predecessor bank was within his power and bind- 
ing upon bank. For similar decisions see B.L.J. Digest (Fifth Edition) 
§ 1095. 


Endorser of Note Not Discharged Until Performance of Maker's 
Composition Agreement With Creditors 


Lamothe and Young, Inc. v. Vehs, Supreme Court of Errors of Connecticut, 167 A.2d 709 


In suit by bank as payee of note against endorser, defense that maker 
had entered into a common-law composition agreement with its creditors 
including the bank and that bank had failed to reserve its right of recourse 
against the endorser was insufficient because the composition agreement 
had yet to be fully performed. For similar decisions see B.L.J. Digest 
(Fifth Edition) § 690. 
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Bank Not Liable for Paying Out Funds in Joint Account 
After Notice of Adverse Claim 


McGuire v. Benton State Bank, Supreme Court of Arkansas, 342 S.W.2d 77 


Where husband brought action against bank to recover sum in joint 
savings account with wife, court did not err in holding that wife owned 
half of funds in account; and even if bank violated Arkansas statutes by 
allowing wife to withdraw funds from the account during the suit after it 
had notice of husband’s adverse claim to the account, the husband has 
sustained no loss since the court could have charged husband's half of 
the account with his indebtedness to the wife, and the complaint should 
be dismissed against the bank. For similar decisions see B.L.J. Digest 
(Fifth Edition) § 471.1. 


Savings and Loan Association Ordered to Cease and Desist From 
Unlawful Practice of Law 
Kentucky State Bar Association v. First Federal Savings & Loan Association of Covington, 
Court of Appeals of Kentucky, 342 S.W.2d 397 

Where federal savings and loan association employed attorney whose 
principal work was the examination of titles to property which was mort- 
gaged to the association as security for its mortgage loans for which a 
charge to the borrower was made, the association was engaged in the 
unlawful practice of law and was ordered to cease and desist therefrom. 
For similar decisions see B.L.J. Digest (Fifth Edition) § 127. 


Claim for Attorney’s Fees Valid Although Notes Not Handed to Attorney 
Until After Initiation of Reorganization Proceeding 
Webster Drilling Company v. Walker, United States Court of Appeals, 
Tenth Circuit, 286 F.2d 114 

Where maker defaulted on promissory notes containing provision for 
the payment of attorney’s fees in case the notes were placed in the hands 
of an attorney for collection, and where maker filed a petition for re- 
organization under Chapter X of the Bankruptcy Act, the attorney’s fees 
provisions were activated even though the notes were not placed in the 
hands of an attorney until after the reorganization proceeding had begun. 
For similar decision see B.L.J. Digest (Fifth Edition) § 111. 
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STATE BANKING 
LEGISLATION 





With many of the state legislative solons hard at work in the various 
state capitals, quite a fair quantity of banking legislation has poured 
forth. Some legislatures have adjourned but others are still engaged in 
their annual or biennial search for Utopia. Some late enactments of in- 
terest to the banking world are summarized here; other enactments will 
be described in later months: 


ARIZONA: Credit life insurance and credit disability insurance are 
subjected to comprehensive regulation in H.B. 94, which replaces a former 
enactment covering the same area. The new law limits amounts of such 
insurance to the amount of the debt for which the policy is issued and 
maximum coverage may not exceed that permitted for group life in- 
surance in the state. Premium rates shall be filed with state supervisory 
authorities and premiums charged the borrower-insured may not exceed 
such rates. While a lender may require, as a condition of the loan, that 
the borrower procure credit insurance, the borrower has the right to 
furnish such insurance from his own company. 

Arizona also, in H.B. 95, authorizes a fiduciary to hold securities in 
the name of a nominee. 


ARKANSAS: Act 223 reduces the minimum par value of bank stock 
from $25 to $10. The maximum par value remains at $100. 


Another enactment, Act 498, creates the Arkansas Student Loan Board 
to make certain loans to students. No provision is made in this legislation 
for bank student loans, but banks and others are permitted to purchase 
securities issued by the Board to obtain necessary funds. 


GEORGIA: At least 60 per cent of the directors of any bank must 
be residents of Georgia under Act 193 which also requires such directors 
to reside not over 40 miles distant from the bank itself. 


The trend of laws of some other states was also followed in Act 278 
which permits profit making corporations to borrow sums over $2,500 at 
rates exceeding those permtited by the usury laws of the state. This us- 
ury law exemption applies only to borrowing corporations for profit. 
Presumably this would not preclude loans over the legal rate to corpora- 
tions which have been losing money rather than earning a profit but 
would preclude subterfuges whereby lenders might require individual 
borrowers to incorporate, borrow and pay excessive rates of interest. 

Georgia also, in Act 286, followed the example of Arizona in permitting 
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a fiduciary to hold securities in the name of a nominee. Another Georgia 
statute, Act 359, authorizes married minors over 18 to borrow on real 
estate. Apparently married people over 18 are rational enough to use 
common sense when they mortgage real estate. 


IDAHO: H.B. 16 enacts the Uniform Disposition of Unclaimed 
Property Act, following the example of some states which have enacted 
this Uniform Law in recent years. The holding period for dormant bank 
deposits, unpresented certified checks and cashier’s checks, unclaimed 
safe deposit contents, dividends, property held by fiduciaries and mis- 
cellaneous personal property is 15 years. At the end of that period, the 
bank or other holder of the abandoned funds or property must comply 
with certain procedural requirements and then turn the funds or property 
over to the state. 


INDIANA: H.B. 229 raises the limits of a real estate loan by a sav- 
ings bank from 66 2/3% to 75% of appraised value of the real estate taken 
as security. A similar law reported last month makes a corresponding 
raise in loan limits by a commercial bank. 

Chapter 162 permits savings and loan associations to make home im- 
provement and similar kinds of loans up to $2,500 limit and five years 
maximum term for each such loan. The rate may not exceed $8 per $100 
computed in advance. 

A major recodification of laws relating to credit unions was enacted 
as Chapter 182. Among other things, the new law permits establishment 
upon supervisory approval, of “service offices” within the state, apparently 
analogous to bank branches. In addition the field of credit union mem- 
bership is broadened to include the family of a member, certain organi- 
zations of members and various cooperative type organizations. Super- 
vision may be curtailed to some degree through a provision permitting 
acceptance of an audit in place of a supervisory examination. The limits 
of loans are increased and the maximum term of real estate loan is also 
increased. Supervisory control is also lessened through permitting con- 
version from a state to a Federal charter and vice versa. 


IOWA: Automation in the handling of checks is recognized in two 
different kinds of statutes. New York has one kind of statute, reported 
in this space in the March issue, that validates presentment at a facility 
where the check may be electronically processed for payment by the 
drawee bank. The other example of a law recognizing modern collec- 
tion practices is a 1960 Michigan law permitting banks to jointly own 
and operate an automated facility. Iowa, in S.B. 146, has followed the 
Michigan example by permitting banks, upon approval of the State 
Banking Board, to own jointly a facility to provide from a central pro- 
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cessing point the cooperative use of automation equipment for bank book- 
keeping work. This sort of legislation is desirable. 


KANSAS: S.B. 154 changes the set-up of the State Banking Board 
to provide for the possibility that the number of Congressional Districts 
of that state (upon which the representation of “banker” members of 
the Board was based) may be reduced from six to five. If Kansas loses 
a seat in Congress after reapportionment based on the 1960 census, one 
“banker” member is to be selected from each Congressional District with 
the sixth “banker” member to be selected from the state at large. Pro- 
vision is also made for three “public” Board members as at present. 


MASSACHUSETTS: A recent law of the Bay State, Chapter 294, 
has the effect of giving credit unions there certain bank-like attributes. 
The enactment establishes the Massachusetts Credit Union Share In- 
surance Corporation and accords the Corporation many attributes similar 
to those of the Federal Deposit Insurance Corporation. In effect, the 
shares and “deposits” of members of credit unions which obtain share 
insurance from the Corporation are given protection in the event the in- 
sured credit union becomes financially embarrassed. The Corporation 
has the power to take over the management of a credit union in failing 
condition and to negotiate a sale of assets or merger of such credit 
union where such action is deemed advisable. Credit unions which join 
the Corporation can rival banks in the Commonwealth by proclaiming 
the value of insured savings. 

Another Massachusetts enactment, Chapter 269, prohibits the adver- 
tising of prospective interest rates on deposits or savings more than 60 
days in advance of the payment date. This law applies to trust com- 
panies, savings banks and cooperative banks (savings and loan associa- 
tions ). 

One other new law in Massachusetts, Chapter 226, relates to the 
removal of an officer or director of a bank through supervisory action. 
Under this law, the Bank Commissioner may call a special meeting of the 
board of directors or board of trustees of the bank, when he learns of 
a possible improper act on the part of an officer or director of that bank. 
If the board fails to take appropriate action or if the improper conduct 
is continued, official removal proceedings may take place. 


MONTANA: Chapter 155 deletes a former exemption given build- 
ing and loan associations and similar organizations from the corporation 
license tax of that state. This enactment accords with a Pennsylvania tax 
statute reported in this space last month. 


NAVADA: The previous law permitting holding by a fiduciary of 
securities in the name of a nominec is broadened to apply to additional 
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classes of fiduciaries in $.B. 209 and S.B. 210. Other liberalizing features 
are also included. 

Another Nevada enactment, S.B. 12, makes it more pleasant to work 
for a bank in that state by eliminating a previous requirement that banks 
remain open on a Saturday if the preceding Friday or the following 
Monday is a legal holiday. Now Nevada bankers may enjoy a long 
weekend. 


NEW MEXICO: Chapter 58 amends the Small Loans Law of that 
state to reduce the maximum rate on the first $150 loaned from 314% to 
3% per month and on the next $150 loaned from 3% to 2!4,% per month. 
The rates on amounts exceeding $300 are unchanged. This law could 
possibly affect banks, since banks are authorized to obtain licenses to 
operate under the Small Loans Law. It might be noted that New Mexico 
also has a separate law governing bank installment loans which is not 
affected by this enactment. 


NEW YORK: Chapter 203 authorizes the opening by a bank, sav- 
ings bank, industrial bank or savings and loan association of a “public 
accommodation office” located near an existing office or branch of such 
bank or financial institution. A 1960 law authorized such “public accom- 
modation offices” of banks and other financial institutions in New York 
City. The current statute extends this privilege throughout the state. 
This would validate drive-in banking and teller’s windows at a place 
separate from the bank or branch. 

Chapter 245 adds a statute adopted in 1960, which permits banks of 
foreign nations and Puerto Rico to open in the state branches with “bank- 
ing” powers, by authorizing such branches of foreign banks to operate 
personal loan departments under conditions similar to those of state banks 
which operate such departments. 

The cause of higher education is furthered in the Empire State by 
Chapter 392 which raises the amount which may be loaned by or guaran- 
teed by the New York Higher Education Assistance Corporation to stu- 
dents. In addition, the legislation permits student loans guaranteed by 
the Corporation to be made by savings and loan associations, credit 
unions, retirement systems and employee welfare funds. Loans to part- 
time students are also permitted. 


NORTH CAROLINA: S.B. 32 makes expressly unlawful the pub- 
lishing or uttering of an instrument containing a forged indorsement. 
This enactment would be consonant with the “bad check” laws of North 
Carolina and other states. 


NORTH DAKOTA: An amendment to the Small Loans Law, S.B. 
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100, provides that interest may be received not in excess of the legal 7% 
rate on the entire loan if the amount of loan exceeds $1,000. 

H.B. 802 is a novel statute relating to dormant accounts. It provides 
that a checking account of an organization, but not of a natural person, 
which is dormant for 10 or more years is to be turned over to the state. 
North Dakota has no abandoned property or similar law applicable to 
dormant accounts in general. This particular enactment has no counter- 
part elsewhere in the United States. 

According to H.B. 801, a garnishment order served on a bank does 
not affect the contents of any safe deposit box rented to the debtor by the 
bank. 

North Dakota also followed the example set by Pennsylvania and 
Montana by enacting a tax on savings and loan associations. H.B. 842 
sets a 4% tax on net income with deductions permitted for dividends paid 
(which are taxable income to shareholders) and expenses. 


OREGON: Chapter 96 permits banks and savings banks to permit 
savings deposit withdrawals by the depositor himself without production 
of a passbook. 

One other enactment, Chapter 165, provides that commercial or 
business loans which include for better security a mortgage on real estate 
are not subject to limitations generally applicable to real estate loans. 
Similar laws exist in some other states. 


WASHINGTON: Chapter 159 extends the period within which a 
conditional sale must be filed from 10 to 20 days and dispenses with 
filing altogether if the price of the article covered by the conditional sale 
contract is not over $250. 


WEST VIRGINIA: H.B. 282 enacts the Uniform Trust Receipts Act. 
That Uniform Act (while not so comprehensive in scope as Article 9 of 
the Uniform Commercial Code which covers virtually all secured credit 
transactions ) appears to have found legislative favor in several states in 
recent years. 


WYOMING: H.B. 12, which enacts the Uniform Commercial Code 
effective at the beginning of 1962, was reported in this space last month. 
With respect to negotiable instruments and bank deposits and collec- 
tions, the Wyoming Code provides that a draft “payable at” a named bank 
is an order on that bank to pay the instrument. In addition, direct return 
of an unpaid item from the payor bank to the first bank receiving the item 
for collection is authorized. All eight states enacted the Code have 
adopted the optional provision for direct return. Wyoming more or less 
follows the example of Kentucky by providing only for local filing in 
connection with most secured loan transactions where filing is required. 
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However both central filing with the Secretary of State and local filing is 
required as to accounts receivable loans. 


REDEFINITION OF BILLS OF EXCHANGE: The recently pro- 
posed amendment to the Negotiable Instruments Law, which would dis- 
pense with required protest of any dishonored draft unless it shows on 
its face that it is either drawn or payable outside the United States, has 
been enacted in three more states: Minnesota Chapter 149, Nebraska L.B. 
$21 and North Dakota H.B. 818. Thus eleven states now have the Rede- 
finition Act, while the eight Uniform Commercial Code states have the 
corresponding version incorporated in Code Section 3-501 (3). 


OWNERSHIP OF BANK BY HOLDING COMPANY 
DOES NOT CONSTITUTE BRANCH BANKING 


A Federal District Court in Billings, Montana has recently 
ruled on a question involving ownership by a bank holding 
company of various banks in a state where branch banking is 
prohibited. The decision concerned the First Bank Stock Cor- 
poration, a bank holding company owning substantial stock 
interests in the Midland National Bank of Billings and a newly- 
founded bank, the Valley State Bank. When the Valley State 
Bank was established three other banks in Billings objected on 
the ground that it was in effect only a branch of the Midland 
bank because the two institutions had common ownership and 
because the Valley bank was to be operated as a branch of 
Midland. The court ruled against the protesting banks and in 
doing so acknowledged that a branch banking system and a 
bank holding company system were in fact different. There 
was no substantial evidence that the Valley Bank was to be 
operated as a branch even though it and the Midland had some 
common directors and officers. Common ownership, according 
to the court, is not sufficient in itself to prove that a holding 
company is operating a branch banking system. 
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TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 





Interest Allowable on Estate Tax Overpayment is Clarified 
Revenue Ruling 61-58, I.R.B. 1961-14, p. 9 


The Internal Revenue Service has recently ruled with respect to the 
amount of interest which will be allowable on an overpayment of Federal 
estate tax based wholly or in part on the allowance of a credit for state 
inheritance taxes paid. Held: “Even though an adjustment may be made 
to the credit for state inheritance taxes claimed on the return, if such ad- 
justment does not, in the final analysis, tend to increase the amount of 
any refund otherwise allowable, the entire amount of such refund is 
based on other adjustments and will bear interest. Conversely, if an ad- 
justment of the credit for state inheritance taxes claimed on the return 
tends to increase the amount of any refund otherwise allowable, then that 
portion of the refund which, in the final analysis, represents the increase 
in the refund due to the adjustment of the credit will not bear interest.” 





Transfer of Stock to Executor Does Not Require Waiver 
Opinion of the Attorney General, Texas, January 24, 1961 


The Attorney General of Texas has recently ruled with respect to the 
need for obtaining an inheritance tax waiver from the Comptroller in 
in order to transfer shares of corporate stock from the name of a de- 
ceased stockholder to the name of his executor. The relevant statute pro- 
hibits the transfer of stock “to any legatee or heir” of the decedent. Held: 
No tax waiver is necessary to transfer the stock into the name of the 
executor. 


Specifically Bequeathed Liquor License Subject to Inheritance Tax 
Estate of Feitz, Pennsylvania Supreme Court, January 16, 1961 


The testatrix bequeathed her interest in a restaurant liquor license to 
the named executor of her estate. The executor applied for and obtained 
the transfer of the license to himself. It appeared that the license was a 
personal privilege which terminated on the death of the testatrix. Held: 
The right to apply for the transfer of the license was specifically be- 
queathed, and was an asset of the estate. This right had a value which 
was properly subjected to inheritance tax. 
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Right to Contribution Reduces Estate Tax Deduction for Income Taxes 


Estate of Paul L. Sample v. United States, United States District Court, 
Western District Pennsylvania, March 9, 1961 

Decedent and his wife had filed a joint declaration of estimated 
Federal income tax liability for the taxable year in which decedent died. 
Decedent had made the required payments of ‘installments of estimated 
tax for the periods before his death. Decedent’s executors joined in the 
filing of a joint income tax return, paid the balance of tax due, and claimed 
a deduction for the balance on the Federal estate tax return. Held: The 
deduction will be reduced by the amount of the contribution owed to 
the estate by decedent’s widow for taxes paid on her income. Although 
decedent’s estate was jointly and severally liable for payment of the in- 
come taxes, there existed the right to file a separate return and take credit 
for the installments paid by the decedent. . 


Installment Payment of Estate Tax Permitted 
Revenue Ruling 61-55, 1.R.B. 1961-13, p. 16 


The Internal Revenue Service has recently ruled with respect to wheth- 
er working interests and royalty interests in oil and gas properties may be 
considered as a “trade or business” within the meaning of Section 6166 
of the Internal Revenue Code which permits, under certain circum- 
stances, the payment of Federal estate tax over an extended period. Held: 
The ownership, exploration, development and operation of oil and gas 
properties represented by working interests constituted a “trade or busi- 
ness.” However, the mere ownership of royalty interests in oil proper- 
ties does not constitute a “trade or business” within the meaning of Sec- 
tion 6166 of the Code. 


Florida Tax Credit Limited to Federal Credit 
Opinion of the Attorney General, Florida, January 25, 1961 


The Attorney General of Florida has recently ruled with respect to 
the credit allowable against the Florida inheritance tax on the estate of 
a resident decedent for inheritance and similar taxes paid to other states. 
Held: Only the taxes paid to other states which in the aggregate do not 
exceed the amount of the credit allowed for Federal estate tax purposes 
are allowable as a credit against Florida inheritance tax. If the relevant 
statute should be construed to allow a credit for all taxes paid, irrespec- 
tive of the Federal credit, there might be a violation of the Florida Con- 
stitution in the form of “a pledge or loan of state credit” to the estate or 
its beneficiaries. 
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Apportionment Required Where Taxes Could Not Have 
Been Paid Out of Residue 
Estate of Samuel Lipshie, New York Surrogate'’s Court, New York County, 
N.Y.L.J., February 6, 1961 

Decedent’s widow was entitled to receive, as a result of an ante- 
nuptual agreement, certain payments from decedent’s employer which 
did not qualify for the marital deduction. Decedent's will, executed be- 
fore the agreement, provided that all death taxes be paid from his residu- 
ary estate. At the time the will was executed, life insurance on the de- 
cedent’s life was payable to his estate. Later, this insurance was made 
payable to decedent’s daughter. Held: Apportionment is required if 
there can be no residue out of which taxes can be paid. Further, the 
widow was not a contract creditor whose claim was not subject to dimin- 
ishment by payment of taxes. 


Blockage Is Not Relevant Factor In Valuation 
Opinion of the Attorney General, Hawaii, January 13, 1961 


The Attorney General of Hawaii has recently ruled with respect to 
the valuation of large blocks of stock under the pertinent Hawaii statute. 
Held: The statute provides a clear and specific method of valuation for 
securities customarily “bought or sold in open market in the city of 
Honolulu or elsewhere.” This method of valuation, on the basis of the 
“unit sales price” as quoted on the stock exchange or other market, is 
“compatible with the intent of our statute which prescribes certainty of 
the valuation method.” Also, since the tax is an inheritance tax, “there 
is as much reason to look to evidence of what the beneficiary would have 
to pay for the stock he receives as to . .. what he might realize in money 
from selling it.” 


Terms of New United States-Canada Estate Tax 
Convention Revealed 


The provisions of the new United States-Canada Estate Tax Con- 
vention have been made public by the Canadian government. The con- 
vention was signed on February 17, 1961, and awaits ratification. It is 
applicable to the estates of decedents dying on or after January 1, 1959, 
the effective date of the Canadian Estate Tax Law. Under the con- 
vention, property situated in Canada of a decedent citizen of or domiciled 
in the United States, would not be taxed by Canada unless the property 
exceeded $15,000 in value. Further, the Canadian tax rate would not 
exceed 15%, and the tax would not reduce the value of the property 
below $15,000. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 


Railroad’s Use of Property Was Only an Easement 


Maryland & Pennsylvania Railroad Company v. Mercantile Safe Deposit & Trust Co., 
Maryland Court of Appeals, December 21, 1960 

The estate of the decedent proved valid record title to certain reai 
property. It appeared that the property had been used by the railroad 
for a right of way from 1880 until 1958. In 1958, all railroad operations 
over the property ceased, and the rails and ties were removed. The rail- 
road claimed ownership of the property through continuous adverse 
occupancy. Held: The nature of the use of the property by the railroad 
required no more than an easement in the right of way. The acts of the 
railroad indicated a clear intention to abandon and the estate was en- 
titled to the property. 


Purchasers Take Free of Legatee’s Claim 
Doughty v. Hammond, Tennessee Supreme Court, December 9, 1960 


An heir at law of the testator filed a suit seeking a partition sale of 
certain of the testator’s properties, and more than a year after his death, 
the sale was confirmed. A claim to the property was later made by a 
legatee named in a holographic will of the testator which had not been 
found until after the sale. The statute provided that a purchaser for 
value from the heir of a decedent should take free of the rights of any 
person claiming under an unprobated will of the decedent, if more than 
one year shall have elapsed since the decedent’s death. Held: The pur- 
chaser takes free of the claimant’s rights. The period provided is reason- 
able, and the statute is valid. 


Executor-Trustee Not Entitled to Double Income Commissions 
In re Armour, New Jersey Supreme Court, December 5, 1960 


The testator created a testamentary trust for the benefit of his minor 
daughter, with discretion in the trustees to accumulate income until the 
daughter reached majority. Over a period of years, assets of the estate 
were transfersed to the trust by the executors, who were also named as 
trustees. Before transferring income, the executors retained full statu- 
tory executor’s commissions. On filing their account as trustees, the 
fiduciaries requested an allowance of commissions on income paid to 
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the daughter, including income on which executor’s commissions had 
been taken. Held: The duty of collecting income should be considered 
as a unit for commission purposes, and the fiduciaries should not be 
allowed double commissions. 


Motive Does Not Make Will Conditional 


Porter v. Coleman, Montana Supreme Court, February 10, 1961 


Decedent executed a holographic document which recited in part 
that “should anything happen to me in my travels, I leave all my” property 
to my niece. Decedent did not die while traveling, and when the docu- 
ment was offered for probate after her death, it was contended that the 
decedent did not intend the will to be operative unless she died while 
traveling. Held: The will is unconditional and is entitled to probate. 
The words in issue indicated the inducement to the decedent to make a 
will, but were not intended to be construed literally as a condition upon 
its effectiveness. 


Named Executor Not Entitled to Probate Will 
Dover v. Horger, Oregon Supreme Court, 71 Ore. Adv. Sh. 1099 (1960) 


Decedent executed a will devising and bequeathing the residue of 
her estate to her son after a legacy of money to the son’s wife. The pre- 
parer of the will was named as executor. After the death of the decedent, 
the son and his wife entered into an agreement to dispose of the decedent's 
estate without administration according to the terms of the will. It ap- 
peared that the estate was small, that the agreement was executed in good 
faith, and that all debts and taxes had been paid. Held: There is no 
reason to compel administration of the estate, and the named executor is 
not entitled to require that the will be admitted to probate. 


Power to Sell Does Not Include Power to Grant Option 
Adler v. Adler, Georgia Supreme Court, February 9, 1961 


Decedent created a testamentary trust under which the trustees were 
empowered to invest, reinvest, sell, lease or transfer any of the trust pro- 
perty without court order. The trustees entered into a lease which in- 
cluded an option to the lessee to purchase the property at a fixed price, 
with credit for any insurance proceeds in the event of damage to the 
premises covered by insurance. Held: The trustee had no power to 
grant an option. Trustees are required to exercise their judgment at the 
time of sale, not at the time of lease, as to whether a sale is beneficial to 
the trust estate. 
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No Conflict for Attorney to Represent Executors Who are Residuary Legateees 
Matter of Flasterstein, New York Surrogate’s Court, Kings County, November 28, 1960 


Decedent’s widow elected to take against the will, and a compromise 
was entered into under which the widow was to receive a percentage of 
the estate and the decedent’s children the remainder. Upon a subsequent 
accounting, the widow sought to compel the attorneys for the executors, 
who were the children and residuary legatees, to repay amounts received 
for their services. Held: There was no conflict of interest on the part of 
attorneys. Pointing out that the claim might have validity where the 
executors had a claim against the estate, the court stated that here, since 
it was in the interest of the widow and the children that the estate be as 
large as possible, there would be no conflict between the children as 
legatees and as executors. 


Second Codicil Did Not Revoke First Codicil 


Remon v. American Security and Trust Company, United States Court of 
Appeals, District of Columbia Circuit, February 23, 1961 

Decedent executed a will in which he named a bank as executor and 
trustee. Later he executed a first codicil revoking the appointment of the 
bank and naming his wife and daughter. Still later he executed an in- 
strument described as “a” codicil to his will, in which a bequest was 
made to a friend. Held: The second codicil did not republish the will 
to the extent that the revocation of the nomination of the bank by the 
first codicil was invalidated. All three instruments must be read together 
to ascertain the testator’s intent, and the bank was not entitled to qualify 
where the wife and daughter had been substituted. 


Appeal of Executor Properly Dismissed 
Estate of Lough, Illinois Appeals Court, January 30, 1961 


Plaintiffs filed a claim of over $4,000 against the testator’s estate, and 
the probate court allowed the claim in the amount of $792. The executor 
filed an appeal to the circuit court, and the plaintiffs demanded a jury 
trial. After the plaintiffs had presented their evidence in the trial “de 
novo” in the circuit court, the executor moved to dismiss his appeal, and 
the motion was granted by the circuit court. Held: The appeal was 
properly dismissed. Since the plaintiffs had not appealed, the executor 
had the right to control his appeal and “dismiss it at his pleasure.” The 
trial “de novo” does not make the judgment of the probate court a nullity, 
and the effect of the dismissal is to leave standing the original judgment 
of the probate court. 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Stock Trading 


An average volume of more than 
31 million shares a day would be 
required to achieve the same turn- 
over ratio on the New York Stock 
Exchange this year as was recorded 
in 1929. This conclusion is ex- 
pressed in a recent issue of The Ex- 
change, monthly Big Board publi- 
cation. Turnover ratio is the rela- 
tion between the number of shares 
listed and the volume of trading. 

A glance at 1929 statistics shows 
that 1,124,800,000 shares were trad- 
ed and that an average of less than 
a billion shares was listed. Accord- 
ingly, the turnover ratio was 119 
per cent. 

The first quarter of 1961 witness- 
ed the highest Big Board volume 
for any first quarter in history, with 
an average daily volume of 4.8 mil- 
lion shares. However, the turnover 
ratio even at that rate of trading 
amounted to only about 19 per 
cent. This reflects the fact that 6.5 
billion shares are now listed—nearly 
seven times as many as in 1929. 

This situation prompted the fol- 
lowing comment from George Shea, 
Financial Editor of The Wall Street 
Journal. “If comparison is made 
with the historical past,” he ob- 
served, “the surprising part is not 
that volume is so high now, but 
that it has remained so low for so 
long.” 

According to The Exchange, dis- 
cussion of 1961 volume in terms of 
1929 ignores the growth in national 
product from $104 billion in 1929 
to $503 billion last year. In the 
same period, personal income has 


risen from $86 billion to $404 bil- 
lion, and the Federal budget from 
$3 billion to about $80 billion. 

Also overlooked is the fact that 
the number of shareowners has 
more than doubled between 1952 
and 1961. In 1952, the figure was 
6,490,000; today the number is esti- 
mated at 15,000,000. No similar 
data is available for 1929. 

It is possible, notes The Ex- 
change, that the recent rise in 
volume may prove temporary. Nev- 
ertheless, it expects that trading 
may show substantial growth in the 
years ahead. In this connection, it 
cites some interesting projections 
evolved in a 1959 research study of 
the New York Stock Exchange. 


It was anticipated that the vol- 
ume levels recorded in the peak 
months of 1958 and early 1959 
should be commonplace (between 
4.9 million and 5.4 million) “within 
a few years” and that “daily vol- 
ume for several years could easily 
average 5 to 6 million shares by 
1965.” This assumed that the mar- 
ket continued “buoyant in price” 
and that public confidence contin- 
ued. 

Looking ahead to 1970, it was ex- 
pected that daily volume should 
average between 5 million and 7.5 
million shares. The projection by 
1980 was even higher. “Except 
under most pessimistic assumptions 

. , stated the research study, 
“daily average volume will most as- 
suredly exceed 5 to 6 million shares 
and would probably exceed 8 to 

10 million in most periods of fa- 
vorable public interest.” 

Of course, the projected growth 


455 





456 THE BANKING 


would be the end product of the 
listing of additional companies on 
the Exchange, wider public inter- 
est and education both at home and 
abroad, as well as a larger Ex- 
change member firm community 
serving more people from more of- 
fices around the country. 

“Growing volume,” remarks The 
Exchange, “if viewed with these 
factors in mind, is part of the fabric 
of a growing, expanding econo- 
my.... 


Money Market 

In appraising the outlook for the 
credit market, a recent survey by 
the Bankers Trust Company of New 
York takes. into consideration the 
moderate character of the recent 
business recession and the wide- 
spread anticipation that recovery 
will likewise proceed at a moderate 
pace. This analysis of the business 
outlook is bolstered by current sur- 
veys that show industrial capacity 
still excessive, a soft housing mar- 
ket, and consumers not yet in an ex- 
pansive buying mood. 

When signs of business improve- 
ment become more widespread, 
credit demands may continue to 
strengthen. This expanding com- 
mercial demand may be augmented 
by the Federal needs, since the 
Federal budget is deteriorating; tax 
receipts have been disappointing 
and Federal spending is on an up- 
trend. Cash borrowing by the Trea- 
sury is rising in the second quarter; 
in the second half, the Treasury’s 
new cash borrowings may be in 
the area of $8 to $9 billion. 

“Increasing credit demands,” 
states the Bankers Trust analysis, 
“point to upward pressures on in- 
terest rates. However, Federal Re- 
serve policy is now directed toward 
lowering long-term interest rates, 
at least as long as recovery needs 
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fostering. Also, unlike the com- 
parable period in 1958, there is 
much less speculation in the Gov- 
ernment bond market, which re- 
duces the hazard of sharp liquida- 
tion and price declines, when the 
turn comes. Consequently, it is 
reasonable to expect that the up- 
trend in interest rates, particularly 
long-term rates, will be moderate.” 


Pension Funds and Mortgages 


Raymond T. O'Keefe, vice presi- 
dent of the Chase Manhattan Bank 
of New York, outlines the factors 
which have prompted his bank to 
make liberal use of mortgages for 
pension trust investment: 

1—Compared to corresponding 
maturities of Governments and high 
grade corporate bonds, insured VA 
and FHA mortgages offer more 
liberal yields. 

2—Compared to high or medium 
grade corporate bonds, convention- 
al mortgages offer more liberal 
yields. 

3—Amortization of mortgages 
serves a two fold purpose. Not 
only does it increase the equity be- 
hind the mortgage, but it also pro- 
vides a flow of funds to take ad- 
vantage of investment opportuni- 
ties. 

4—A mortgage investment pro- 
gram provides an opportunity to 
achieve a geographic diversification 
of risk. 

5—A continuous flow of funds 
permits the planning and commit- 
ment of future contributions. 

The Chase Manhattan Bank of- 
ficer believes these factors motivate 
pension funds generally to invest in 
mortgages despite the additional 
cost and technical, legal, and ad- 
ministrative problems involved. 

At the last year-end, total assets 
of corporate pension funds aggre- 





INVESTMENT AND FINANCE 


gated $28.5 billion. Only 2% per 
cent, or $700 million, is invested in 
mortgages. Approximately 57 per 
cent is invested in U.S. Government 
securities and corporate bonds, 35 
per cent in corporate stock, and 5% 
per cent in other assets. The pen- 
sion funds are growing at the rate 
of $3% billion a year. 


Commercial Bank Mortgage 
Holdings 


Commercial banks recorded a 
net gain of mortgage holdings in all 
areas except the Far West during 
1960. According to a survey taken 
by the Mortgage Finance Commit- 
tee of the ABA, commercial banks 
acquired a total of $6.4 billion of 
mortgages of all types, while repay- 
ments and sales totalled $5.8 bil- 
lion. 

The first and second Federal 
Reserve Districts, which include 
New York, New Jersey and the 
New England states, reported the 
largest net gain—5 per cent. In 
contrast, the twelfth Federal Re- 
serve District — the Far Western 
states, Alaska and Hawaii — re- 
ported a net decline of 3 per cent. 

On the average, commercial 
banks acquired mortgages in a vol- 
ume equivalent to 23 per cent of 
their holdings at the beginning of 
1960. The comparable figure for 
total repayments was 21 per cent. 
Accordingly, based on the 1960 
rate of repayment, the life of the 
average mortgage held by com- 
mercial banks was 5 years. 

The A BA Mortgage Finance 
Committee survey also disclosed 
a slight rise in delinquency and 
foreclosure rates during 1960. The 
ratio of delinquencies per 1,000 
mortgages held was estimated to 
have increased from 10.3 to 11.5 
for conventional mortgage loans, 
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and from 8.0 to 9.3 for Govern- 
ment-endorsed loans. The fore- 
closure ratio was reported up for 
both conventionals and Govern- 
ment-endorsed loans; in the former 
classification, it rose from 0.254 to 
0.497; in the latter, it rose from 
0.421 to 0.632. 

Another interesting disclosure 
was the fact that commercial banks 
are servicing for other investors a 
volume equivalent to 12 per cent 
of their own mortgage portfolio 
holdings. Also, had good market 
organization for conventional mort- 
gages existed, the banks indicated 
they would have originated addi- 
tional mortgages with an aim to 
selling them through such a mar- 
ket. They also estimated that such 
sales could have been an amount 
in excess of $500 million. 


The 40-year Mortgage Proposal 
The 40-year mortgage proposal 


is severely condemned by Miles L. 
Colean, nationally known housing 
economist. This proposal is con- 
tained in the pending Housing Bill 
which seeks to broaden home own- 
ership and expand the volume of 
home building through insurance 
of no down-payment mortgages 
with a maturity of 40 years. 

For purposes of illustration, Mr. 
Colean takes the case of a $12,000 
mortgage issued for full value, 
bearing interest at 5% per cent. 
With the land assumed to cost 
$1,850 and the house $10,150, and 
depreciation over a 50-year period, 
the outstanding amount of the 
mortgage will exceed the probable 
value of the house for 29 years. 
If we shorten the useful life of the 
house to 40 years, the owner will 
not begin to have any equity in 
the property until the 36th year. 

In comparison, a 30-year, no- 
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down payment mortgage is a safer 
vehicle. Here, equity accumula- 
tion would be possible in the 10th 
year on a 50-year depreciation 
basis; on a 40-year depreciation 
schedule, equity would appear 
after the 16th year. Of course, a 
25-year mortgage would show up 
even better; the depreciation value 
of the same property would man- 
age to keep slightly in excess of 
the outstanding mortgage amount 
even during the first perilous years. 
Mr. Colean asserts that it doesn’t 
make economic sense for the own- 
er of a typical house with a 40- 
year mortgage to find himself be- 
low the water line should he wish 
or need to sell the house after 10 
years of ownership. At that time, 
he might find his remaining mort- 
gage obligation to be as much as 
115 per cent of his realizable value; 
in the fifteenth year, as much as 
123 per cent of realizable value. 


Mr. Colean decries the lack of 
social responsibility in such an ar- 
rangement, as well as the invita- 
tion to the borrower to walk out 
on his obligation. As a matter of 
fact, he points out that this walk- 
out may be more than an invita- 
tion, it may be a necessity. He also 
takes to task both the lending in- 
stitution and the Government for 
their projected roles in this pro- 
posal. Even though a lending in- 
stitution is protected by a full guar- 
anty, it can hardly be said to be 
acting responsibly. As far as the 
Government is concerned, the com- 
ment is even more caustic; it pro- 
motes irresponsibility on the part 
of both borrower and lender and, 
“to ease its guilt reaction, the next 
step would undoubtedly be to pro- 
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tect the borrower from his folly by 
carrying his defaulted payments .. . 

“The 40-year mortgage has noth- 
ing to commend it,” concludes Mr. 
Colean. “It puts the honest bor- 
rower at hazard; and encourages 
default by the irresponsible bor- 
rower. It seriously increases the 
lender’s risk unless he supinely is 
to act as the riskfree agent of Gov- 
ernment. It deprives the market 
of a return of funds it needs for 
the expansion of volume. It is 
deceptive, unsound, and self-de- 
feating.” 


Odds and Ends 


“A History of Investment Bank- 
ing in New England” is contained 
in the Federal Reserve Bank of 
Boston’s Annual Report for 1960. 
The Boston Reserve Bank is also 
making available a study of “The 
Defense Dollar,” by Professor 
Richard L. Pfister of Dartmouth 
College. 

The New York Stock Exchange 
“Fact Book, 1961,” may be ob- 
tained by writing the Exchange, 
11 Wall Street, New York 5, N. Y. 

The American Bankers Associa- 
tion has issued to member institu- 
tions ABA Market Research Series 
Number One, “Customer Analysis, 
A Profit Building Tool.” This study 
was a joint effort of the Country 
Bank Operations Committee and 
Research Committee. 

The Agricultural Committee of 
the American Bankers Association 
has issued to member institutions 
a handbook on “Water & Irriga- 
tion,” covering the Development 
and Financing of Farm and Ranch 
Irrigation Systems. 


BOOKS FOR BANKERS 


THE LAW OF CORPORATIONS. 


Norman D. Lattin. Foundation 
Press, Brooklyn, N. Y. 1959. 
Pp. 572. $8.00. A book more 
for attorneys than bankers, this 
volume is one of the newest in 
the University Textbook Series. 
It deals with the law of corpora- 
tions from the part played by 
the lawyer in determining which 
form of business association is 
best suited to his client’s needs 
to the dissolution and liquida- 
tion of a corporate enterprise. 
Of particular interest to bankers, 
however, are the sections dealing 
with corporate activities which 
are not authorized; the duties 
and responsibilities of manage- 
ment including directors, officers 
and agents; the shareholders’ 
ambit of action and the share- 
holders’ means of protection 
from the acts of management. 


NEW YORK WILLS AND 
TRUSTS — LAW, FORMS, 
AND TAXES. Second Edition 
by Elmer Lee Fingar, David R. 
Boostaver and John G. McQuaid. 
Clark Boardman Company, Ltd., 
New York 7, N. Y. Pp. 2763. 
$45.00. This is a revision of the 
well-known work entitled “New 
York Wills and Testamentary 
Trusts,” but is now published 
in two loose-leaf binders which 
will enable the authors to make 
annual supplemental revisions to 
specific sections. The changes 
in the rule against perpetuities 
and the rule against accumula- 
tions in New York State, the 
Powers of Appointment Act of 


1951, and the Internal Revenue 
Code of 1954 and its revisions 
make this an especially appro- 
priate time to completely revise 
the original work. 

Volume 1 is comprised of a 
table of cases; table of statutes 
and regulations; and ten chapters 
covering fundamentals of will 
drafting; preliminaries to draft- 
ing; formalities of execution; 
kinds of wills; kinds of testa- 
mentary gifts; beneficiaries; right 
of election; gifts of particular 
kinds of property; gifts of busi- 
ness interests; and testamentary 
trusts. 

Volume 2 contains eleven 
chapters covering appointment 
and compensation of fiduciaries; 
powers of fiduciaries; powers 
of appointment; advancements, 
ademption, abatement and laps- 
ing; burial directions; estate 
taxes — general; powers of ap- 
pointment — estate taxes; estate 
taxes marital deductions; estate 
taxes — apportionment and col- 
lection; inter vivos dispositions 
and agreements; and specimen 
wills. Also an appendix to the 
principal New York Statutes and 
general index are found in Vol- 
ume 2. 

Each chapter is indexed by 
sections which describe in detail 
the particular subject and are 
documented by references to 
pertinent cases and contain ex- 
amples of forms as subsections. 
This is a useful tool to the legal 
profession of New York State 
and a necessary addition to one’s 
estate library. 
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TEXAS TRUST OPERATIONS 


MANUAL. F. L. Motheral Co., 
Fort Worth, Texas. Pp. 119. 
$7.50 (Contact B. J. Clark, First 
National Bank, Midland, Texas, 
for orders.) This trust opera- 
tions manual was prepared as a 
special project by the Trust Op- 
erations Committee of the Texas 
Bankers Association to serve a 
two-fold purpose of assisting in 
the training of new trust depart- 
ment personnel, and of provid- 
ing active trust personnel with 
an additional reference source 
concerning operational problems. 
The manual recognizes that the 
procedures of each bank neces- 
sarily vary in many details but 
the information and methods are 
the product of a proven and 
workable system which can be 
used as a guide in formulating 
the operational procedure best 
suited for a particular trust de- 
partment. 

It is comprised of seventeen 
chapters devoted to policies and 
procedures for the acceptance, 
administration and closing of 
personal accounts; policies and 
procedures for the acceptance 
and administration of corporate 
accounts; nominee registration of 
securities; procedure for hand- 
ling stock dividends, proxies, 
rights and exchange of securi- 
ties; vault control for securities 
and miscellaneous assets; invest- 
ment supervision and procedure 
for reviewing accounts; proced- 
ure for the establishment and 
operation of a common trust 
fund; management of mineral 
properties, real estate and mort- 
gages by a corporate fiduciary; 
use of an addressograph system; 
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operation of a tickler system; 
trust department insurance cov- 
erage; types and procedures used 
in accounting reports; and inter- 
nal audit of trust departments. 

The manual is written in a 
clear, concise manner and in such 
a way that one can easily find 
and understand a specific area, 
particularly since each chapter 
has many illustrations or exam- 
ples. This is a worthwhile ad- 
dition to the library of a trust 
department as a check or com- 
parison of one’s methods of op- 
eration. 


PROFIT PLANNING THROUGH 


VOLUME COST ANALYSIS. 
By John Y.D. Tse. The Mac- 
Millan Co. New York. 1960. 
$7.95. Pp. 240. Requests for 
sizeable bank accommodations 
are generally accompanied by 
applicants’ schedules projecting 
anticipated financial results, and 
these are examined with care by 
loan officers. The validity of 
some of these company projec- 
tions could well be improved if 
patterned along the guidelines 
established in this volume. The 
author examines the fundamen- 
tal factors underlying successful 
application of a formal system 
of volume-cost analysis, general- 
ly described as flexible budget- 
ing. The preparation of budget 
estimates is interpreted in the 
light of time considerations and 
volume-cost relationships. An 
analytical and factual work, il- 
lustrated with actual case ex- 
amples, it is written specifically 
for management concerned with 
planning, both short- and long- 
term. 








